




































































































8.4.5 Return on Investment 

Individually, the profit margin and the asset turnover have certain weak nesses. The profit 

margin ignores the money invested by the firm to earn the profit. On the other hand, the 

asset turnover does not consider the profits made on the use of the assets. To overcome 

these individual weaknesses, the two ratios may be combined to form a return on 

investment (ROJ) 

Return on investment may be calculated in two ways: 

I. EBIT Divided by Assets: The firm's return on investment is a ratio of its 

operating income to the assets used to produce the income. 

2. Asset Turnover Times Profit Margin: The size ofa firm ' s return on investment 

is a function of the margin of profit on sales and the amount of sales generated on 

the asset base. A formula for return on investment is: 

Profit margin • Asset turnover = Return on investment 

EBIT Sales EBIT Return on 

• 
Sales Assets Assets .Investment 

As illustrated in the formula, when the multiplication is performed the sales in the 

denominator of the profit margin and the sales in the numerator of the asset turnover 

cancel out, leaving EBI T/assets. The Dupont chart, so called because it was first used by 

the DuPont Company, shows the factors producing return on investment (Figure 5-1). 
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Asset 
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Profit 

margin 

Chart-S: Dupont chart 

The return on investment is the key indicator of profitability for a firm. It matches 

operating profits with the assets available to earn a return. Firms that are efficiently using 

their assets have a relatively high return. Less efficient firms have a lower return. As we 

will see, the return on investment is a very important concept in profit planning. 
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Return on Investment 

Year 2000 2001 2002 2003 2004 
Profit Margin 0.015404 0.000421 -0.017192 0.023578 0.114103 
Total Assets Turno\er 1.0576653 1.018090234 0.97591 1.244638 1.36439 
Return on In\estment 1.63% 0.04% -1 .68% 2.93% 15.57% 

Return on Investment 

20.0% 

15.0% . - -~ - --- -/ -- 10.0% . c: 
CI> / u 
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~.~ 0.0% . c..... ... --
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2000 2001 2002 2003 2004 

I-+- Return on Investment 1.63% 0.04% -1 .68% 2.93% 15.57% 

Year 

Fig-lO: Return on Investment 

Comments: 

According the general Standard of Trans com, the company should have return on 

investment between in a range of25 to 40 percent. But Trnscom's return on investment 

was not within this range. For the last four years, their return on investment was very low 

and also negative in 2002. But in 2004, they achieved 15.5% return on investment, which 

was a positive indicator for the company. It indicates that the firm became more efficient 

to use its assets properly and have a relative high return. 
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8.4.6 Return on Equity 

The return on equity (ROE) is an important profit indicator to shareholders of the firm. It 

is calculated by the formula 

Net income 

----------------------- = Return on equity 

Total equity 

This ratio indicates the degree to which the firm is able to convert operating income into 

an after tax income that eventually can be claimed by shareholders. Stated differently, 

ROE is used to measure the after tax profits that accrue to the common shareholders since 

preferred stock dividends, if any, are subtracted before arriving at net income. This is a 

useful ratio for analyzing the ability of the firm's management to realize an adequate 

return on the capital invested by the owners of the firm. 
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Return on Equity 

Year 2000 2001 2002 2003 2004 
Net Incorne -11279602 -27483812 -45329138 -5249310 8065781 
Total Equity 182620762 155636950 109857812 104164490 112230271 
Return on Equity -B.18% -17.66% -41 .26% -5.04% 7.19% 

Return on Equity 

10% 
/7.190

0 

0% -
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c:: 
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"" / CI) 

11. -30% -

""/ -40% - • t:26% 

-50% 
2000 2001 2002 2003 2004 

I-+- Return on Equity -B. 18% -17.66% -41 .26% -5.04% 7.19% 

Yea r 

Fig-l1 : Return on Equity 

Comments: 

The return on equity is usually lower than the return on investment for a mature industrial 

firm. As Transcom is in the mature stage in the industrial life cycle, this concept should 

be true for the company. From the analysis it was found that the ROE has dropped up to -

41 % in 2002 from -6% in 2000. But in 2004 the ROE increased up to 7%. Though this 

growth is the positive indication for the future, sti ll ROE should increase more. 
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8.4.7 Return on Assets 

Return on Assets is calculated by dividing net income by total assets 

Net Income 

Return on Assets = 

Total Assets 

It is a measure of the after tax return achieved by the company compared to the ftrm's re 

sources. It links after tax profits to the book value of the assets. If a firm is using its assets 

efficiently, it has a high earning power when compared with similar firms . 

Earning power may be viewed as the firm 's after-tax return on investment. Many 

managers use the term return on investment when they are relating net income to assets. 

For clarity and precision, I use return on investment to mean EBIT/assets and earning 

power to mean net income/assets. 

When others use the term return on investment, the analyst should always ask what the 

person means. 

Page 46 of64 



Return on Assets 

Year 2000 2001 2002 2003 2004 
Net Income -11279602 -27483812 -45329138 -5249310 8065781 
TA 703737076 71 1723905 653829323 678359458 776613450 
Return on Assets -1 .60% -3.86% -6.93% -0.77% 1.04% 

Return on Assets 
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Fig-12: Return on Assets 

Comments: 

From the above analysis, [ found that the earning power of Transcom electronics limited 

is negative in 2000 to 2003. But it was positive in 2004 with a very low rate (1%), that 

was far behind from the satisfactory level, 12-1 6%. It indicates that the management did 

not use its assets efficiently to get a high earning power or return on assets. Management 

should be more concern to ensure the proper use of financial and non-financial use of 

resource to generate profit of the company. 
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8.4.8 Summary of Profitability Ratio 

Profitability Ratio Standard Actual 
2000 2001 2002 2003 2004 

Operating Profit Margin 15-25% 1.54% 0.04% -1 .72% 2.36% 11.41% 
Net Profit Margin 7-9% -1 .52% -3.79% -7.10% -0.62% 0.76% 

Gross Profit Margin 30-50% 15.94% 17.40% 15.71 % 15.12% 17.18% 

Fixed Assets Tumol.er 4-<3 Times 2.38 2.34 2.07 2.81 3.83 
Total Assets Tumol.er 1-2 Times 1.0577 1.0181 0.97591 1.244638 1.36439 
Return on Inl.estment 25-40% 1.63% 0.04% -1.68% 2.93% 15.57% 

Return on Equity 70-90% of ROI -<3.18% -17.66% -41 .26% -5.04% 7.19% 

Return on Assets 12-16 % -1 .60% -3.86% -<3.93% -0.77% 1.04% 

Chart-6: Summary of Profitability Ratio 

From this overall profitability analysis, I can conclude that the fixed assets tum over and 

total assets turnover shows little change in profitability and the management is become 

more efficient to use its resource. The other ratios are fai led to meet the standard. I found 

from the balance sheet that the major cause of the change seems to be the large decrease 

in sales, high production cost, high administrative expenses and a combination of these 

factors. Transcom's High production costs affect gross profit margin; have an effect 

through the profit margin, return on investment, return on equity, and finally earning 

power. Because one ratio explains another and the factors that affect it also affect the 

others. 
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8.5 Tests of solvency anil equity position 

Solvency refers to the ability of a company to meet its ling-term obligations on a 

continuing basis. Test of solvency measure a company' s ability to meet these obligations. 

Analyzing the way that a company has financed its assets and activities can identify 

certain relationship 

There are two type of solvency ratio and those are (1) Time interest earned (2) Debt to 

equity ratio 

8.5.1 Debt management ratio: 

The extent to which a firm uses debt financing has three important implications: 

I . By rising funds through debt, stockholders ownership is not diluted. 

2. Creditors look to the equity, or owner supplied firm, to provide a margin of safety; if 

the stockholders have provide only a part of total fmancing, the risks of the enterprise 

are born mainly by creditors. 

3. If the firm more on investments financed with borrowed funds that it pays in interest, 

the return on the owner' s capital magnified, or " leverage". 

This debt ratio is calculated by total debt by total assets 

Total Debt 

Debt ratio = 

Total Assets 
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Debt Ratio 

Year 2000 2001 2002 2003 2004 
Total Debt 521116314 556586955 543971511 574194968 664383179 
TA 703737076 711723905 653829323 678359458 776613450 
Debt Management Ratio 74.05% 78.20% 83.20% 84.64% 85.55% 

Debt Ratio 

90% 

85% ~ 

- 80% ------c 

~ 
., 
" ~ ., 75% n. .... 

70% 

65% 
2000 2001 2002 2003 2004 

Year 

-

Fig-13: Debt ratio 

Comments: 

Transcom's debt ratio was 85.6 % in 2004, and it was also more than 73% for the past 

three years. This means that its creditors have supplied the maximum amount of funds of 

the firm ' s total financ ing. The cost of financing has been increasing each year because 

the average debt ratio of the firm is 80% and it is still increasing. Transcom might find 

difficulty to borrow additional debt in future and there might be a chance of bankruptcy 

in the long run. 
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8.5.2 Times interest Earned 

A useful measure of profit that does not link return to resources is the times interest 

earned ratio. It is calculated by dividing the firm's operating income by the interest that it 

must pay on its debt: 

Operating income 

Times interest earned = ----------------------------------­

Interest 

[t relates operating profits to the fixed charges created by the firm's borrowing. 

The times interest earned ratio provides an indication of the margin of safety between 

financial obligations and the net income. A firm may have an operating profit but may 

face difficulty in making excessive interest payments. If it is confronted by a drop in 

operating profits, it may be unable to meet its debt obligations. In either case, its net 

income will decline or vanish. A satisfactory guideline for this ratio is that EB[T should 

be 5 to 7 times interest charges. Thus, a firm could experience an- 80 to 86 percent drop 

in EBIT and still cover interest payments 
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Time Interest Earned 

Year 2000 2001 2002 2003 2004 
EBIT 11465150 304744 -10969888 19906983 120903439 
Interest Charges 24691132 33342876 40113570 50119729 45746078 
Time Interest Earned 0.464 0.009 -0.273 0.397 2.643 

Time Interest Earned 

3.0 

/ 2.0 -
(/) / 41 
E 1.0 -
i= L _ 

0.0 ~ --....-
-1.0 

2000 2001 2002 2003 2004 

-+- Time Interest 0.464 0.009 -0.273 0.397 2 .643 
Ea rned 

Year 

Fig-14: Time interest Earned 

Comments: 

A standard time interest ratio would be 5 to 7 times for a mature company. From the 

above analysis, I found that transcom's time interest ratio was less than 1 times in 2000 to 

2003 and achieve 2.6 times in 2004. This ratio is the indication of the margin of safety 

between financial obligations and the net income. But our above analysis indicated that 

this time interest ratio is not sufficient to cover its fixed charges on debt. Time interest 

ratio has dropped up to -0.273 times in 2002 from 0.009 times in 2002. But in 2004 the 

time interest ratio was increased up to 2.6. Though this growth is the positive indication 

for the future, still time interest ratio should increase more. 
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8.5.3 Summary Tests of solvency and equity position 

Debt Management Ratio Standard Actual 
2000 2001 2002 2003 2004 

Debt Ratio 50-60% 74.05% 78.20% 83.20% 84.64% 85.55% 
Time I nterest Earned 5-7 Times 0.4643 0.0091 -0.2735 0.3972 2.6429 

Chart-7: Summary Tests of solvency and equity position 

From this overall so lvency and equity position analysis, [ can conclude that the debt 

management ratio shows very big change in profitability and this ratio has been 

increasing day by day and very near to 100% of debt. Time interest ratio was also very 

poor for this high debt ratio and it is very bad impression for the company if they could 

not pay their long-term obligation or interest. 
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9.0 Forecasted Future Performance 

I have used Trend Analysis to forecast the future financial performance of Trans com 

Electronics Limited up to the year of2009. 

9.1 Current ratio 

Year 2000 2001 2002 2003 2004 
CA 390861273 401573683 345283151 378351589 500042447 
CL 491389529 530093660 527873635 501183314 604030603 
CR 0.79542044 0.75755232 0.65410191 0.75491657 0.827842902 

Year 2005 2006 2007 2008 2009 
CA 621733305 743424163 865115021 986805879 1108496737 
CL 620519485 658597969 696676453 734754937 772833421 
CR 1.00195613 1.12879814 1.24177445 1.34304083 1.434328157 

Current Ratio 

1.6 --...--:!: ...-----
--------

1.4 
1.2 

III 1 ., 
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i= 0.6 
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0 
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Fig-IS: Forecasted current ratio 

Comments: 

From the above analysis, I found that the current ratio is sti ll bellow than the standard, 

which is 2/ 1 times. According to the trend analysis for the time period of2009, the 

current ratio would be l3.41l times. But this ratio would not be sufficient to meet the 

short-term obligation and paying bi lls. 
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9.3 Average collection period 

Year 2000 2001 2002 2003 2004 
Recil.Gble 182057319 164196653 97883415 138148813 144454068 
A;g . sales per day 2067550.728 2012775.436 1772440.094 2345311 .608 2943342.906 
Average coll ection period 88.05458389 81 .57723413 55.22523176 58.90424646 49 .07823269 

Year 2005 2006 2007 2008 2009 
Recil.Gble 159702639.4 173596769 186616526.7 198979871.6 210898765.9 
A;g. sales per day 3986739.76 5030136.61 6073533.46 7116930.32 8160327.17 
Average collection pe riod 46.06722447 43.13917853 41.48035284 40 .81965112 40.05882122 

Average collection period 
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Fig-I7 : Forecasted Average Collection period 

Comments: 

According to the forecasted result, the average collection period would be 40 days at the 

end of 2009. This is the positive indicator for the company. In 2006, the average 

collection period would come up to 45 days and fo llowing this trend it would be 40 days 

in 2009. This means that if Transcom's management would more efficient and maintain 

strict policy, they will able to meet the targe 
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9.4 Inventory Turnover 

Year 2000 2001 2002 2003 2004 
COGS 625650933 598523559 537850999 716618425 877528306 
Im.entory 88172153 122928304 134182686 155228239 192921771 
Inventory Tu rnover 7.095788315 4.868883239 4.00834873 4 .616546768 4 .548622488 

Year 2005 2006 2007 2008 2009 
COGS 1222429832 1567331357 1912232883 2257134409 2602035934 
Im.entory 245516650.3 298111529.7 350706409 403301288.3 455896167.7 
Inve ntory Turnover 4.979009896 5.257533511 5.45251764 5.596645669 5.70751877 

Inventory Turnover 
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Fig-i8: Forecasted Inventory turnover 

Comments: 

According to the forecasted result, the inventory turnover would be 5.7 times at the end 

of2009. This is the positive indicator for the company. In 2006 to 2009, the inventory 

turnover would be more consistence and stable. It indicates that Transcom' s management 

will be more efficient to manage its inventory in order to improve working capital 

management. 
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9.5 Profit margin 

Year 2000 2001 2002 2003 2004 
Net Income -11279602 -27483812 -45329138 -5249310 8065781 
EBIT 11465150 304744 -10969888 19906983 120903439 
Sales 744318262 724599157 638078434 844312179 1059603446 
Operating Profit Margin 1.54% 0.04% -1 .72% 2.36% 11.41% 
Net profit margin -1.52% -3.79% -7 .10% -0.62% 0.76% 

Year 2005 2006 2007 2008 2009 
Net Income 13380872 18514891 20107417.8 24099944.6 28392471.4 
EBIT 185993782.9 305153505 325153505 405090168.5 539026832 
Sales 1435226313 1810849180 2186472047 2562094914 2937717781 
Operating Profit Margin 12.96% 16.85% 14.87% 15.81 % 18.35% 
Net profit marQin 0.93% 1.02% 0.92% 0.94% 0.97% 

Profit Margin 
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15% - ~ :::.;.;+ 
..¥' ... 

.... ..-t: 10% 
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~ -.'/ -5% - - ---- --- - __ Net profit 

-10% -
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2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 

~ Operating Profit Margin 1.54% 0.04% -1.72 2.36% 11.41 12.96 16.85 14.87 15.81 18.35 

___ Net profit margin -1.52 -3.79 -7.10 -0.62 0.76% 0.93% 1.02% 0.92% 0.94% 0.97% 

Year 

Fig- 19: Forecasted Profit Margin 

Comments: 

According to the trend analysis up to 2009, the operating profit will increase up to 

18.35% it was much less than the expected guideline (15% - 25%). The net profit would 

below 1 % in 2009. This situation indicates that, the Transcom's sales would be too low 

but the cost will be too high. According to the debt ratio, Transcom wi ll have a greater 

proportion of debt than the equity. And the time interest ratio shows that Trancom's 

interest payments on its debt wi ll not be covered. As a result ofthat net profit margin is 

that much low. 
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9.6 Total Assets Turnover 

Year 2000 2001 2002 2003 2004 
Sales 744318262 724599157 638078434 844312179 1059603446 
TA 703737076 711723905 653829323 678359458 776613450 
Total Assets Turnove 1.0577 1.0181 0.9759 1.2446 1.3644 

Year 2005 2006 2007 2008 2009 
Sales 1435226313 1810849180 2186472047 2562094914 2937717781 
TA 961392793 1144848746 1356171425 1559505891 1668267645 
Total Assets Turnove 1.4929 1.5817 1.6122 1.6429 1.7609 

9.6 Total Assets Turnover 
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Fig-20: Forecasted Total assets Turnover 

Comments: 

From the trend analysis, we can see that the total assets turnover ratio will increase up to 

1.76 for 2005 to 2009, which will be considered satisfactory for Transcom electronics 

limited. To reach up to this level, they would have to sell a large volume of product and 

this will be an important part of the firm 's profit picture. 
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9.7 Return on Investment 

Year 2000 2001 2002 2003 2004 
Profit Margin 1.54% 0.04% -1.72% 2.36% 11.41 % 
Total Assets Turnol.er 1.05767 1.01809 0.97591 1.24464 1.36439 
Return on Inl.estrnent 1.63% 0.04% -1.68% 2.93% 15.57% 

Year 2005 2006 2007 2008 2009 
Profit Margin 12.96% 16.85% 14.87% 15.81% 18.35% 
Total Assets Turnol.er 1.49286 1.58174 1.61224 1.64289 1.76094 
Return on Inl.estrnent 19.35% 26.65% 21.58% 20.78% 25.85% 

Return on Investment 
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Fig-21: Forecasted Return on lnvestment 

Comments: 

According to the general Standard of Transcom, the company should have return on 

investment in a range of 25 to 40 percent. From the trend analysis, we can see that 

Trnscom' s will get this return on investment in 2009, which would be 25 .85%. It 

indicates that the firm is become efficient to use its assets and have a relative high return . 
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9.8 Return on Equity 

Year 2000 2001 2002 2003 2004 
Net Income -11279602 -27483812 -45329138 -5249310 8065781 
Total Equity 182620762 155636950 109857812 104164490 112230271 
Return on Equity -6.177% -17.659% -41 .262% -5.039% 7.187% 

Year 2005 2006 2007 2008 2009 
Net Income 13380872 18514891 20107417.8 24099944.6 28392471.4 
Total Equity 120296052 128361833 136427614 144493395 152559176 
Return on Equity 11.123% 14.424% 14.739% 16.679% 18.611% 
Standard (70-90% of ROI) 13.54% 18.66% 15.10% 14.55% 18.09% 

9.8 Return on Equity 
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Fig- 22: Forecasted Return on Equity 

Comments: 

The return on equity is usually 70-90% of the return on investment for a mature industrial 

firm . As Transcom is in the mature stage in the industrial life cycle, this concept should 

be true for the company. From the trend analysis, it is found that the ROE would increase 

up to 18 .611, which meet the minimum standard of ROE. At 2007 they would start to 

meet the expected return on equity and in 2009 the expected ROE would be 18.61 %s 

Page 6 1 of64 



... 

9.9 Debt Management Ratio 

Year 2000 2001 2002 2003 2004 
Total Debt 521116314 556586955 543971511 574194968 664383179 
TA 703737076 71 1723905 653829323 678359458 776613450 
Debt Management Ratio 0.7405 0.7820 0.8320 0.8464 0.8555 

Year 2005 2006 2007 2008 2009 
Total Debt 754571390 844759601 934947812 1025136023 1115324234 
TA 874867442 973121434 1071375426 1169629418 1267883410 
Debt Management Ratio 0.8625 0.8681 0.8727 0.8765 0.8797 

9.9 Debt Management Ratio 
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Fig - 23: Forecasted Debt Management Ratio 

Comments: 

According to the forecasted result the debt management ratio of the company would be 

87.97% in 2009 from 85.55% in 2004. For this growing debt management ratio, the 

working capital still shows the negative figure. The company has to be concerned about 

this alarming situation and promptly try to get reed of this circumstances. 
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10.0 Conclusion & Recommendations 

After concluding my analysis part of the project paper, a can conclude that the overall 

perfonnance of the Transcom Electronics limited is not at all satisfactory. They should be 

concern about the alanning situation. If the company wants to see their vision in 

practically, they have to work hard. I have some suggestions, which I think if they follow 

it will help them to overcome. 

Symptoms Problem Solution 

Al)normiil l. Inadequate 1. Transcom IiiiS to raise its additional funds through 

Liquidity Cash equity capital. The company cannot raise additional 

Ratio capital through bank financing. Because they have 

already under huge amount of debt. The amount of 

the debt is almost 85% for every single assets 

2. Excessive 2. Transcom fiave to put more restriction on tfie terms 

of trade and develop a more aggressive collection 

policy. So that they can reduce the amount of 

receivables. Excessive receivable does not give 

positive impressions on the company. The company 

should b more careful about this matter. 

3. Excessive 3. ey sfiould improve ilieir inventory management 

system in order to improve the working capital 

management. Their inventory turnover is 

satisfactory but there was no consistency 

4. Their current liability is 10 times higher than their 

Current liability long-term liabilities. And this excessive current 

liability affects its current ratio and quick ratio 

negatively to pay its short-term obligation. 
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Symptoms Problem Solution 

Abnonnal 5. High 
==:;! .-

5. Transcom sliould-develop institute cost-cutting 

Profitably production c ost measure because their production input cost is very 

Ratio high 
. 

6. Inadeq uat e 6. Transcom lias to increase the size and quality of 

sales force and improve advertising for increasing 

I their sales 
"1· 

7. They sfioiild reduce their administratIVe cost to 

ive gain high operating profit. 

I 

Excessive 
....J -= 8. For lowering these high interest payments they 

should seek lower-cost debt financing or seek 

equity financing. 

,... 
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