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CHAPTER

)

CHANGBGES IN PROFITAEBILITY
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The preceding chapter gives a clearcut idea about changes in

capital structure of the companv.Here it is proposed to
examine the changes in profitabiliity.This chapter deals with

the changes in profitability during 1989 to 1996

2 .1 . CHANBGES IN PROFITABILITY

As stated earlier the company could not earn profits during
the First 12 years of its existence.The accumulated losses
of the company as on 31.03.1988 amounted to 1,05,64,937.At
the beginning of the vear 1.e. 23s on 01.04.1988 the accumu—
lated losses were Rs.1,14,37,4628.As compared to the paid up
capital & reserves of the comoany amountina to Rs.60,20,026
the accumulated losses were in excess of the capital %
resarves.As a result the net worth of the company was nega-—
tive.The company wiped out the above loss as on 31.03.1992
by reducing this loss by posting increasing profits
sach vyear.This became possible on account of increasing
turnover and profits of the company.The company could.in
turn achieve growth in turnover on account of growth in
demand which in laroe measure was the result of liberalisa—
tion of Indian economy.The financial management of the
caompany also contributed to the growth of the company in the
sense that the decisions of expansion were taken at the

right time and utilisation of funds was done efficiently.
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The turnover of the company during the above period of eight

vears was as under H

Rs. in Lacs

1989 1990 1991 1992 1993 1994 1995

5 259.95 4460.02 569.40 765.87 1099.92 1182.31 14615.2%9

The above turnover was incliusive of other income which
comprised of interest received by the company and other busi
ness receipts.The turnover of the companv grew 7.63 times
during the aﬁcve period.The turnover of the companv showed
continuous increase over the earlier year throughout the
period.This growth i1n turnover contributed to the profits of
the company.

As stated above another reason for continuous increase in
turnover of the company was commissioning of new manufactur—
ing capacities aimost each vear.The increase in manufactur—
ing capacity was effected in the years 1994 to 1996 which
helped post significant increases in  turnover.However the
manufacturing capacity did not expand in the years 1989 ¢o
1992.This was largely the effect of red tavism,delays in
sanctions and unreasonable controls which bogaged the Indian
economy down in the pre liberalisation era.Even though €he
power tools industry was freed from the requirements of

licensing many bottlenecks to production still remained.The

19946

1988.04
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data of increase in fixed assets and the increase in produc-

tion over the above period was as under H

TABLE 5 . 1 showing investment in fixed assets

% guantitative details of production

Addition to Iincrease 1in

Fixed fAssets Production Production

{Rs. in Lacs ) Nos. NOS. .
1989 2.146 887%?
1990 11.57 16074 7195
1991 19.27 16704 &30
1992 1&6.561 20679 975
1993 114.23 26113 5434
1924 72.24 259215 802
1995 267 .82 30621 8706
1994 154 .53 54100 8479

The increase in the year 1987 in the production of tools
should be read keeping in view the fact the year ended on
31.03.1989 was only of 9 months whereas the year endsd on

31.02.1990 was o7 12 months.
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The above table shows that since the vear 1992 the produc—
tion of the company recarded regular increase. This was also
reflected 1in the turnovers of the respective years.{ GSee
Table of Turnover stated above }.Thus it can be said that
the year ended on 31.03.19%7Z marked beginning of new period
of growth of the company both in guantitative as well as
aualitative aspects.The company also wiped out earlier
accumulated losses in the year ended on 31.03.1992.The above
increase 1n production was achieved on account of the
investment made in fixed assets in the preceding year.This

also implies that the demand for the products of the company
started increasing since 19922 i.e after the package of
liberalisation of Indian economy was out intoc place by the
Govt.It can be inferred that the liberalisation of the
economy helped the company a int in increasing its market

share in the power tools industry.

S o 1. (1 ) GUANTITATIVE DETAILS OF TOOLS SOLD
As a result the profits of the company also increased
showing significant increases each yegar. The furnover , the

gquantity of tools sold and the profits are tabulated below

TABLE 5 . 2 showing guantitative details of

sales % profits
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Quantity of Turnover Profits

tools sold

Nos. Rs.in lacs Rs.in lacs
1989 BB49 253.9% 11.G3
1990 15399 455 .57 I9.24
1991 16601 S62.75 56.52
1972 21116 753.37 3Z.34
1993 25830 1G70.22 79.45
1994 268971 i169.38 72.39
1995 34456 1520.60 130.17
1994 42234 1901.70 148.10

The above table shows consistent increases in all the param-—
eters except profits for the vear 1992 and 1994.The reason
for decline in profits i1n 1992 was increase in tax liability
by Rs.35.44 lacs and due to additional excise liability of
Rs.14.65 lacs.In 1994 the decline in profits was due to
increase 1n interest expenses due to commissioning of expan—
sion programme and increase in pther overheads.S5till in both
the vyears the EBIT i1.e. Earning before interest and tax

showed increase over the earlier year figure.

3 .1 . (11 ) ANALYSIS OF PROFIT & LOSS ACCOUNT
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The analysis of the Profit & toss Account for the years

covered by this study is made as under 3

TABLE 5 . 3 : Table showing analvsis of profit & loss

Account { Rs. in lacs )

YEAR Sales Exp. Operating Dep. EBIT
profit

1989 259.95 222.061 I7.84 4.44 33.50
1990 460.02 383.60 76.42 6£.54 49 .88
1991 569.40 435.13 114.27 7.52 106.75
1992 7465.87 &631.63 132.24 8.40 125.84
193 1099.92 856.28 243.464 21.98 221 .66
1994 1182.31 ?28.35 253.96 21.78 232.18
1995 1615.,29 1319.77 295.52 29.39 266.13
1994 1988.04 1561.28 426.76 56£.40 370.36
YEAR EBIT INTEREST FBT TAX NP DIVIDEND
1982 33.50 22.47 11.02 O 11.03 O
1990 69 .88 25.44 44 .44 5.10 37.34 O
1921 106.75 35.67 71.08 8.56 &6£2.92 10 %
1992 125.84 49.32 76.52 43.18 33.34 20 %
1993 221 .66 B6.42 135.24 55.79 79.43 25 %
1994 232.18 103.39 128.7% 546.40 72.39 27 %
1995 266.13 12B.96 137.17 7.00 130.17 30 %

19946 F70.36 186.76 183.60 35.5C0 148.10 IC Y%
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As stated above the EBIT for 1992 and 1994 showed 1ncrease

over the previous year figure even though the net profit
fell.The percentage of EBIT to total sales for the above
period is as under 3

TABLE 8§ . 4 showing Percentace of EBIT TO SALES

PERCENTAGE OF EBIT TO TOTAL SALES

YEAR “

1989 12.89
1990 15.19
1991 18.75
1992 16.43
1993 20.195
1994 17.463
1995 16.47
19946 18.462

The average percentage works out to 19.73 %.

The major drop in the EBIT as compared to total sales in
pnercentage terms occurred in 1992 and 1998.1In 1992 % 1994

the company in order to increase its mariket share followed a
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policy of aggressive marketing by offering discounts and

made heavy expenditure on sales and distribution
expenses.his alongwith increases in employee remuneration

and administrative expenses affected the profitability.
3 . 1 . { iii )} ANALYSIS OF EXPENSES

The expenses of the company during the above period are

tabulated below :

TABLE 35 .9 showing details of expenses
{ Rs. in lacs }

YEAR Manufacturing Employee Sales Administrative TOTAL

Expenses Remuneration Expenses Expenses
1989 127.78 34.55 33.81 30.32 226.46
12990 247 .37 5Z.97 §8.08 30.71 I90.13
1991 299.44 - &7.79 &6 .07 29.35 462.65
1992 397 .57 B8.32 97.25 56.89 &40.03
1993 550.88 122.90 116.69 B7.79 878.26
1924 533.94 143.5%9 17G6.93 101 .67 50,13
1995 790.62 i77.37 239.90 141.27 1342.16

1994 G24.97 220 .60 Z78.44 iB8.67 1617 .68
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The above sxpenses were inciusive of depreciation but exciu

sive of interest.The analysis of the expenses into fixed

and variable expenses can be done in the following manner :

a) Fixed expenses denote those expenses which are fixed in
nature % have to be incurred even thouah no sales take place
i.e.They do not change with changes in the sales. e.g. rent
of premises,depreciation,salaries of staff,interest on loan
and other administrative expenses.However some of the ex—
penses can be curtailed if the sales decline over a period
of time.

b } Variabple expenses are those expenses which chanae in
accordance with changes in the sales e.g.sales
compission,.discount ,advertisement, freight outward and other
sales & distribution expenses,

€ )} In the above table it can be seen that the material
consumption and sales expenses grew in accordance with the
growth in sales.Material consumption even though not direct-
ly related with gsales is affected by the sales in the sense
that if no sales are sxpected no consumption of material
will take place.In that sense the material consumption was
treated as variable expenses.Further the sales & distribu—
tion expenses are directly related to the sales volume and
therefore thev are variable expenses.The nature of the sales
expenses also brings put this feature e.g the total sales

. pupenses for the vear ending on 31.03.1996 are as follows =



{ Rs. in lacs 1}

i.Travelling & Conveyance 117.20
Z2.85ales Promotion & Exhibition Exp. 55.132
3.Product Distribution 23.50
4.Packing % Forwarding material 44,51
5.Cash Discount 28.10

278.44

d } The classification of Employee remuneration and adminis
tration expenses poses 2 little difficulty.This is because
even though 2 large portion of such expenses are fixed by

nature such expenses can be curtailed or enhanced as per the

sales variation.That portion of such costs is termed as semi
variable expenses.In regard to the employee remuneration it
can be seen that with increase ig sales volume the costs
also increased.

The sales increased by 7.42 times during the above period
whereas the employee remuneration costs increased by 6.53
times.Thus there is high propensity of such costs to
increase with the increase in sales.fis compared with the
7.65 times increase in sales over the period the administra-—-
tive expenses increased by &.22 times.Therefore these costs
have to be termed as semi variable but their nature is fixed

expenses not related to the sales.
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Therefore 1t was necessary to determine the gquantum of fixed

expenses in both the above expenses.Considering the nature %
their propensity to change with sales the emplovee remunera-—
tion costs could be taken to be fixed only upto 40 %4 of the
total costs.This assumption was made on the basis that the
rosts could be reduced onlv in respect of employees who were
concerned with the marketing and production department.

The administrative costs by their nature are Tixed.However
considering the fact that some of them mioht vary with the
sales 20 % of the total administrative sxpenses can be taken

as variable and the remaining B0 % were taken as fixed.

5 . 1 . ( iv ) EXPENSES BREAK UP INTO FIXED
AND VARIABLE
Thus the total break up of costs into fixed & variable was

as under :

TABLE 5 . & : showing division of salary

into fixed and variable costs

a.Employvee Remuneration Expenses { Rs. in lacs 2
YEAR Fixed Variable Total
1989 15.82 Z20.73 %4.55
19290 21 .59 32.38 53.97
1991 27.12 4G .67 &7.79

1992 33.32 53.00 88.32
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1993 49.16 7:.74 122.90
1994 57 .44 86.15 143.5%
1993 70.95 106.42 177.37
1994 90.24 135.36 225.60

TABLE 5 .7 : showing division of administrative

expenses into fixed and variable costs

b.Administration Expenses { Rs. in lacs )
YEAR Fixed Variabie TATAL
1989 24.26 &.06 30.32
1290 24.57 &.14 30.71
1991 23.48 5.87 29.35
1992 45.51 11.38 56.89
1923 70.23 17.56 87.79
1924 81.34 20.33 101.67
19935 113.02 28.25 141 .27
1996 150.24 37.73 188.67

Thus the total break up of the fixed and variable expenses
for the above period was as under 3
TABLE 5 . 8 showing details of Fixed Expenses

A.FIXED EXPENSES { Re. in lacs }

YEAR 1989 1990 1991 1992 1993 1994 1995 19946

Salaries 13.82 21.59 27.12 35.32 49.1é8 57.44 70.95 90.24
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Admn. Exp. 24.26 24.97 23.48 A45.51 T70.23 81.34 113.02 150.24
Interest 22.47 25.44 35.67 49.32 BA.42 103.39 128B.%96 1B6.76
60.59 71.60 86.27 130.15 205.81 242.17 312.93 427.94

TABLE 5 . 8 =

showing details of variable expenses

B.Varianble Expenses

{ Rs. in lacs )

YEAR 1989 1990 1991 1992 1993 1994 1995 1996
Consumption 127.78 247.37 299.44 397.57 550.88 S3I3.94 790.462 924.97
Sales Exp. 33.81 S58.08 66.07 97.25 116.69 170.93 239.90 278.44
Salaries 20.7% 32.38 40.67 S53.00 73.74 B86.15 106.42 135.36

Admn .Exp. 6.06 6.14

5.87 11.38 17.56 20.33 28.25 37.73

i88.38 343.97 12.05 S55%.20 758.87 B11.35 1165.19 1376.50

e v cm e ot s o e e e A e M WA N A M e e e e M e s m e fow M W AR N e SN S et mee Sew wm S AL S e e e e M N e N A A e Ay e e e
T TSSO NS TS SRS SEMS T TS TmNmSRSEmRs T

Thus the break up of the total expenses during the above period was
as under :

TABLE 5 . 10

of total fixed & variable expenses

{ Rg. 1in lacs )
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YEAR 1987 1990 1991 1992 1993 1994 1995 1994
Fixed 60.35 71.60 B&.27 130.15 205.81 242.17 3I12.93 427.94
Variable 1868.38 343.97 412.05 359.20 758.87 811.35 1165.19 1376.50

248.93 415.57 498.32 &689.30 9464.68B 1053.52 147B.12 1804.44

o R e R R e e e B R N R  a—————
I S L N N S SN S S T S S N T s T RSN T S S NN DaaITON S TSI E SRS S S S TR s

% 0Of Fixed

Costs to

Total Costs 24.32 17.23 17.31 1B.88 21.33 22.99 21.17 Z3.72

The above consolidated position of expenses shows that the
company had 2 lower share of fixed expenses in its cost
structure.In other words the contribution of the company was

higher.

S .2 . FINANCIAL 2 OPERATING LEVERAGE

5 . 2 . (&) Financial Leverage H

fis stated in Chapter 3 ooint no. 3 the financial leverage
implies use by the company in its capital structure interest
bearing funds.f highly geared company means a campany which
uses high proportion of debt in its capitai structure and

vice wversa.fA high financizal leverage is a double edosd
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sword.lt increases the financial risks of the companvy &% at
the same time it enables the company to trade on equity
thereby maximising the returns to the shareholders.

In the light of the aspects of financial leverage stated 1in
Chapter 3 principles of the concept were applied to the
company under study.

Financial leverage is measured by the deqree of debt in the
capital structure of a company.The advantage to the share-—
holders arises principaliy due to the tax deductibility of
interest on loans.This enhances the returns‘tc the share-—

holders since they get more returns on a smaller investment.

5 . 2 . a . 1 ) Computation of Financial Leverage 3

The finaqcial leverane 1s computed by following formula :

EBIT

]

Financial Leverage

EBIT — INTEREST 1.e PBY

The ratio indicates that for every increase in EBIT the PBT
will increase by the n times the ratio e.qg. i1f the ratio is
4 1t implies that for every Rs.100 percentage increase in
EBIT the profit before tax will increase by 400 percentage.

The calculation of the ratio for the concerned vears is as

under @
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TABLE 5 .11 showing computation of Financial Leverage
YEAR 1989 1990 1991 1992 1993 1994 1993 19964
EBIT 2Z.50 &9 .88 106.79 125.84 221.66 232.18 266.13 T70.3

(Rs. in lacs )
PBT 11.02 44 .44 71.08 76&.852 135.24 128.79 137.17 183.&0
(Rs. in lacs )}

% Leverage Z.03 1.57 1.50 i.&4 1.64 1.80 1.94 2.01

The ratio would be called as favourable if the returns to
the shareholders increase.For this purpose it is necessary
that the funds raised by debt should be used in profitable
projects.In other words the return on the funds invested
should be higher than the after tax interest rate so as to
result in higher earning per share for the sharsholders.Thus
this ratioc by itself only shows the extent to which the PBT

would be affected by the use of debt.

The above calculation of the ratio shows that the ratio fell
upto the vear 1991 and thereafter began increasing.The
significance of this occurrence was that in  those years
even though the 1interest in rupee terms increased the
earnings of the company did not keep pace with the interest
expense.The ratio began imoraving from 1992 as the orofita-

bility of the company bégan increasing and the rate of
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return on the investment became higher than the interest
rate.This clearly brings out that the financial leverage can
be advantageous to the shareholders of a company only 1f the
returns on the investment exceeds that of the interest
cost.Thus this ratio should be interpreted alongwith the
return on capital employed ( ROI ¥} ratio.This ratio can be
calculated by dividing the EBIT by the capital emploved 1i1.e

both owned as well as the borrowed funds.

S .2 ., a. (11 ) RETURN ON CAPITAL EMPLOYED =

EBIT

Return on Capital =

Capital Emploved

TABLE 5 . 12 showing caomputation of ROI { Rs. in lacs )

YEAR 1989 1990 1991 1992 1993 1994 1995 1994

EBIT 33.90 &% .88 106.79 125.84 221.66 232.18 266.13 3I70.36
CAPITAL 239.13 212.95 258.14 290.99 420.19 9546.22 1213.02 1537.0%
% 14 32.81 41.35 43.24 32.75 42.50 21.93 24 .09

The return on capital employed was always nigher than the
interest cost.As a result the shareholders would gain in the

form of higher Earning per share.
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S . 2 . b. Operating Leverage 2

The operating leverage measures the degree of fluctuations
in operating profits ( EBIT ) due to fluctuations in the
sales revenue.The reason for causing fluctuations in the
EBIT is the existence of fixed interest costs in the total
costs of the company.The higher the incidence of fixed
interest the more 1is the degree of fluctuations in the
operating profits.

The ratio i1s calculated in the following manner H

Operating Leverage

1}

8 — V or Contribution

EBIT

The computation of this ratio for the concerned vears was as

under :
TABLE 3 . 13 showing computation of operating Leverage
( Rs. in lacs )
YEAR 1989 1990 1991 1992 1993 1994 1995
Sales 209.99 460.02 BLF.40 THD.87 1099.92 1182.31 1413.29
Variable 188.38 343.97 412.05 3559.20 758.87 H11.35 1165.1°2
Contribution 71.57 114.05 157.35 206.67 3I41.0% 370.96 450.10
Fixed 60.355 71.60 86.27 130.15 205.81 242.17 312.23
Interest 22.47 25.44 35.67 49.32 86.42 103Z.39 128.96
EBIT I2.49 62.87 106.75 125.84 221.66 232.18 266.13
Ratio 2.14 1.66 1.47 1.64 1.54 1.60 1.69

19946

1988.04

1376.30

611.54

427 .94

186.7&

370.36

1.65



joz

In the above table interest was added back for the calcula-
tion of EBIT since the fixed cost included the interest
charges.

The above table shows that the ratio was low.This signifies
that any increase or decrease in sales would not result in
violent increases or decreases in the ERIT.This is because
the fixed costs as a percentage of contribution are quite
lower.The ratio shows a declining trend over the period.From
2.14 in 1989 %he ratio came down to 1.65 in 1996.It signi-
fies that fluctuations in the sales revenue in 1989 of about
10 % would bring about 21.40 % fluctuation in the EBIT
whereas in 199246 the fluctuation in EBIT would be 146.350 A.The
primary reason for the falling ration was the increasing
ratio of contribution %o the total sales.The ratio of
contribution to total sales went up from 27.53 %4 in 1989 to
I30.76 %4 in 19926.0n the other hand the ratio of fixed
expenses to total sales came down from 14.65 % in 1989 to
12.13 % in 1996.Even thouah the interest cost went up in
rupee terms 1t was more than compensated by increase in
contribution and sales revenue.This ratio shows that the
company strencghtened 1ts financial position by following

Judicious policies in regard to raising loans.

5 . 2 . c . COMPARISON OF BOTH LEVERAGE RATIOS :
A comparison of the ratios of both the leverages over the

period is presented below % makes interesting reading H
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TABLE 5 . 14 showing comparative figures of

EBIT & BOTH THE LEVERABES

1989 1990 1991 1992 1993 1924 1995 1996
F.Leverage 3.03 1.57 1.50 1.64 1.64 1.80 1.94 2.01
O.leverage 2.14 1.646 1.47 1.44 i.84 1.60 1.469 1.465
EBIT % 14.00 32.81 41 .35 4F.24 S52.75 42.50 21.93 24.09

Upto the year 1992 the financial 1leverane and operating
leverage both declined.The declining financial leverage with
increasing EHIT percentacge improved the EBIT of the company
for the year beginning from 1991.This was helped by the
declining operating leverage which ensured that the propen-—
sity of EBIT to vary with the variations in the sales was
ikept in check.This in all resulted in stability of earnings
over the period.The growth in EBIT during the years
1990,1921,1993 & 1996 was comparatively more pronounced
while in 1992,1994 and 1995 it remained at the earlier year
level even though the sales increased.The low operating
leverage ensured that the variations in sales did not

produce high variations in the EBIT.
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2 . 3 . COMPUTATION OF EARNINGS PER SHARE

The primary aim of all managements is the maximisation of
the ouners’  wealth.After meeting all expenses the sharenold-
ers can c<claim only the remainder i.e. Net Profit after
tax.The directors may not recommend 100 % distribution of
profits but the net profit after tax ( assumino thesre are no
arrears of dividend on preference shares } is the amount
which is either ditributed as dividend or it is transferred
to reserves which Qo o increase the shareholders’ funds in
the company.In this sense it is the net profit after tax
that is taken into account for computation of Earning FPer
Share.

Thus the Earning per share is computed in the following
manner :

Net profit after tax

EPS =

Total number of Eguity shares

Where there are preference shares issued by the company the

above formula would be amended as follows =

Net profit after tax — Preference Dividend

EPS =

Total number of Equity Shares



YEAR 1989 1990 1991 1992 1993 1994 1995
Net Profit 11.03 32.34 &2.52 3IZ.34 7TIF.45 72.39 130.17
{ Rs. in lacs )

No.of Shares AH.00 &.00G &£.00 6.0 &.00 &.0G0 B8.950

EPS 1.83 6.94 10.42 5.5¢& 13.24 12.06 15.31

108

The reason for the amendment is that even though the prefer-
ence share holders are called as shareholders the preference
shares cannot be issued as Irredeemabie as per section 80 of
The Companies Act,1936.As per this section the Irredeemable
preference shares cannot be issued bv a company % the
preference shares issued have to be redeemed within 10 yearé
of their issue.{ Section 80 ( 35 A } of The Companies
Act,19546 inserted with effect from 15.06.1988 ).

In this view of the leqal position the preference shares
should be considered as liability of the company in the

iimited sense.
The computation of the EPS for the above years is done below

TABLE S . 15 showing computation aof EPRPS

The EPS in the year 1996 came down drasticaily since the
shares were doubled due to issue of bonus shares in the
ratio of 1:1.This was done by capitalising the share premium

account which formed part of reserves & surplus.In other

1994

148.10
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words a part of the shareholders funds was transferreg to

shares account.Therefore no cash inflow on account of issue
of bonus shares took place % therefore the EPS should have
been 17.42 for all purposes.

The net profit showed healthy growth during the above period
except 1992 and 1994 where the net profit declined.The
analysis of the profit & Loss Account reveals that the net
profit declined primarily because the tax provision for that
vear shot up to Rs.44 lacs from the previous yvear provision
aof 8.56 lacs.The profit before tax for the yvear 1992 was
76.%1 leacs as compared with the earlier vyear level of

Rs.71.08 lacs.This was basically due to the fact that the

carried forward accumulated losses of the company were fully
exhausted in 1992.The net profit also declined in the vyear
1994 due to increase in all expenses and no significant

growth in sales.This was due to not so good tax management

by the compoany in those two vears.

The EPS grew quite steadily during the above period.From the
level of 1.83 in 1989 it shot up to 15.31 in 1995 and to
8.71 in 1994 after the issue of bonus shares.This was large-—
ly due to judicious use of debt by the company in its capi-
tal structure.The figures of shareholders’ funds and debt

were as follows for the oeriod &
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TABLE 3 . 16

yos

3 . 8 « DEBT EQUITY RATIO H

showing computation of Debt Eguity Ratio ( Rs.

in lacs }

YEAR 1989 1990 1991 1992 1993 1994 19935 1994

Owned

Funds &G 20 LG .20 &1.45 B8B2.79 147.25 203.44 749.13 864.23

Debt 178.93 152.75 196.69 20B.20 272.90 3I42.79 463.86 705.19

TOTAL 2392.13 212.95 258.14 2920.99 420.15 544.23 1213.01 1569.42

DEBT EQUITY

RATIO 2.97

The Debt Equit
to the fact ¢
losses which
accumulated p
profitability

reflecting in

2.54 .20 2.91 1.85 i.68 b2 .82

y Ratio was quite high upto 1997.This was due
hat the company was havingv heavy accumulated
reduced the effective owned funds.In 1992 the
rofits were wiped out completely and <the
of the company started improving .This started

better Debt Eguitvy Ratico which came down to

1.68 1in 1994.A ratio of 2 2z 1 is considered desirable but

the ratio sti

11 came down in 1995 & 1996 with the signifi-

cant profits earned by the company in those yvears.The ratio

below 1 shows that the compoany can still raise debt further

-

to finance its expansion programme % so long as the earnings
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before tax are higher than the interest cost the sharehold-
ers will gain.A ratio below 1 shows that the management is

prudent and does not want to increase its risks.This may be
due to the attitude of risk averse management aor the manage-—
ment expects lower growth rate for the company in the near
future which #& therefore does not want to increase its

financial risks.

5 . 4 . RATIOD ANALYSIS

In addition to what has been stated in the above pages the
presentation and analvsis of the figures and performance of
the company for the above period can be done by calculating
some key ratios of profitabiiity the company over the

period.

5 . 4 . PROFITARILITY RATIOS :

These ratios measure the profitability of the company in
relation to the saies of the company 1.e. what 1is the
percentage of profits to the sales.

5 .4 . {1 ) OPERATING PROFIT RATIO =
This ratio is calculated by the following formula @

Profit before tax

Sales



TABLE 5 .17 showing computation of

Overating profit Ratio { Rs. in lcas }
YEAR 1989 1990 1991 1992 1993 1994 1995 1996
PBT 11.03 44 .44 71.08 76.52 135.25% 128.8B0 137.17 183.61
SALES 259.95 440.02 56%2.40 765.87 1099.92 1182.31 1615.29 1788.04
% 4.24 .47 12.48 9.99 12.30 10.89 5.49 .24

This ratio shows the operating profit as a percentage of
sales.Ilmprovement in the ratio indicates the efficiency of
management in carrying on business.The ratio shows ups and
downs over this period and the average ratio is 92.467.In the
case of the company this ratio kept on declining due to
the fact that the companvy was not been successful in cur—

tailing its sales & admininstrative costs.

5 .4 . ( 1i } NMet Profit Ratio H

This ratio measures the percentage of net profit after tax
i.e.earninas available to the shareholders in relation to

the sales of the company.

TABLE O . 18 : Table showino computation of

Net profit Ratio { Rs. in lacs ?



112

YEAR 1989 1990 1991 1992 1993 1994 1995 19

P. 11.03 39.34 &2.52 33.34 7%.45 72.39 130.17 14

SALES 2592.99 460.02 5469.40 765.87 1099.92 1182.31 1615.29 1

%

4.24 8.95 10.98 4.35 7.22 b6.12 B.0&

The averagqe ratio over the period works ocut to 7.12 %. This
ratio is affected by %the provision for tax made by the
company which is dependent upon many factors e.g.incentives
available fto the industry to which the company belongs,tax
plannina of the company.tax rates applicable etc. Therefore
where the tax planning is done efficiently this ratioc will
caome closer to the aperating profit ratio.The average fall
in this ratio over the operating profit is 2.55.In the vears
1992,1922 & 1994 the fall 1in this ratio over the operating
ratio is more than 2.55 the reason being the management of
taxation by the company was not good resulting in heavy
liabliity.
5 .4 . ( iii ¥ ERIT TO SALES RATIO :

This ratio will show the percentage of earnings before
interest and tax to the sales of the company.fs compared to
the operating ratio this will show the percentage of

interest to zmales.

TABLE B . 19 of EBRIT 70 SALES Ratio ( Rs. 1in lacs }

7.

8. 10

983.04
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YEAR 1989 1230 1991 1992 1993 1994 1995 1996
EBIT 33.80 &9.88 106.75% 125.84 221.6&6 2Z32.1B 266.13 3I70.36
SALES 289.92  460.02 536F.40 7465.87 1092.92 11682.31 14615.29 1985.04

% i2.89 15.19 i8.75 16.43 20.15 19.464 i6.47 18.463

The average ratio works out to 17.27 %.Interest costs nearly
account for 7.60 % of the sales as the average operating
ratio is F.67.Interest at 7.60G % of sales can be considered
as prudent since generally it is accepted that the interest
costs should not exceed 10 % of sales.However for the last
three vyears the interest cost rose over the average since
the increase in sales 1s not in keeping with the increase in
interest cost.This may be due to the fact that the proiected
sales on account of expansion did not materialise % to that

extent the profitability of the company suffered.

3 .4 .( iv )} RETURN ON CAPITAL EMPLOYED ( RCGI )

This ratio can be calculated in two wavs @

2. ERIT TO CAPITAL EMPLOYED :

This has already been calculated above in I ( i )



114

Geagh ve- 509
Goreph 5}\9(;\};*3 £81IT and ScﬂQ&-(geF.¢M|c o 5.,3)

o Sales,

—

9¢

4

9s-

- e e am e ee e me e s w mmemees caa e e e o

q6

as

o sl

T
I
B_
W
11 IS %

B e e e e e e 3
< o —= 4 =N
b 9 NS v
@ 3 & \
ES % - — - - - - - - - w— o

= 3
v D o L. o _ __ __.l4d
N[ * s3 & g
| = > &
[ o : e BRI i A
< H
ﬂ,w ..W IR
g 7 3
.ﬂJ - - olql-‘l"l‘lc;g
ﬂ-‘lm,' lm -
\.O- s i s " ) 3 : [y - W‘ & — — o e i a b
=~ e - ? & % ° : ©
R Gl oy 22z 3 e e oA
= v

vest



s

b.NET PROFIT TO NET WORTH

The significance of this ratio is it shows the return the
equity shareholders get on their investment and can be
compared with the returns available in the market as well as

with the returns obtained by companies in the same industry.
Further in order +to praoperly appreciate the concept of
tradinog on eguity this ratio should be studied.In this ratio
capital employed is equal to the shareholders’ funds

viz.BEguity share capital & reserves % surplus.

TABLE S5 . 20 showing Net profit to Net Worth Ratio ( Rs.

YEOR 1989 1990 1991 1992 1993 1994 1995
N. P, 11.03 39.34 H2.52 33.34 792.43 72.39 130.17
Ouwned

Funds 60 .20 60,20 &1 .45 82.79 147.25 203.44 789,15
% 18.32 6£5.34 101.74 40.27 5%.995 35.58 17.3B

This ratio properly brings out the advantage of having debt
funds in the capital structure of a company.Surprisingly
when the company was small from the point of view of

sales,capital & profits the returns to the shareholders

in lacs }

1994

148.10

B64.23

17.14



416

.
ranged from 18.32 % ,65.34 % ,101.74 % & 40.27 % for the
vears 1982,1990,19%91 & 1992 respectively.The returns to the
shareholders for the years 1993 & 1994 were also very good

even though the shareholders’ funds increased on account of
ploughing back of profits.This was due t0 good profitability
of the company in 1993 % 1994.However the returns to share-
holders” fell sharply as compared to the earlier years since
the profitability of the company fell.This is also borne out
the ratios of Operating profit Ratio.Net profit Ratio and
EBIT to sales Ratic.Surprisingly in these two vyears 1i.e.
1995 % 19946 the profitability of the company was at its best
in rupge terms.However the net returns to the shareholders
declined on account of increase in the owned funds  through
plough back of profits.The return on investment at 17 4 1is
considered qgood but as compared to eazarlier vears the share-—
holders appeared to have suffered.This is because the fruits
of expansion underitaken by the company in the years 1995 %

1996 did not reflect in the balance sheet.

2 . 4 . (v )} INTEREST COVERAGE RATIO H

This ratio shows the ability of the company to pay the
interest obligations on time.It shows the margQin a3 company

has in terms of profitability to pay the interest.



Interest Coverage Ratio =

TABLE 3 .21

YEAR 1989

EBIT 33.30

AN

Profit Before Interest

% Depreciation {( EBIT + DEP )

Interest
showing Interest Coverage Ratio { Re. in laces )}
1990 1991 1992 1993 1994 1995 1994

69.88 106.73 125.84 221.66 232.18 266.13 3I70.36

DEP 4.45 6.54 7.92 8.40 21.98 21.78 29.39 56.40
37.95 76.42 114.27 134.24 243.64 253.94 295.52 426.76

INT 22.47 25.44 35.67 49 .32 B6.42 103.3%9 128.96 186.76
% 1.6% J.00 3.20 2.72 2.82 2.46 2.29 2.28

The ratio appears to be low considering the fact that the

tax liability has to be repaid out of the amount of EBIT +

Depreciation.
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