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Questions to be discussed
1. Main objective of health economics

2. Areas of health economics
3. Principles of health economics

New terms:  
Inventory turnover ratio is a benchmark used by pharmacy managers to assess inventory control and measure how many times the inventory of a company is used up during a period, usually a year
Liquidity refers to the ease with which an asset, or security, can be converted into ready cash without affecting its market price. 
Information on the topic
There are various types of financial ratios, grouped by their relevance to different aspects of a company’s business as well as to their interest to different audiences. Financial ratios may be used internally by managers within a firm, by current and potential shareholders and creditors of a firm, and other audiences interested in understanding the strengths and weaknesses of a company, especially compared to the company over time or compared to other companies.

Types of Ratios

Most analysts think of financial ratios as consisting of five basic types:

· Profitability ratios measure the firm’s use of its assets and control of its expenses to generate an acceptable rate of return.

· Liquidity ratios measure the availability of cash to pay debt.

· Activity ratios, also called efficiency ratios, measure the effectiveness of a firm’s use of resources, or assets.

· Debt, or leverage, ratios measure the firm’s ability to repay long-term debt.

· Market ratios are concerned with shareholder audiences. They measure the cost of issuing stock and the relationship between return and the value of an investment in company’s shares.

Financial ratios allow us to look at profitability, use of assets, inventories, and other assets, liabilities, and costs associated with the finances of the business. We can also use them to learn how quickly people pay their bills, how long it takes the company to recover its costs for new equipment, how much cash the company has relative to its debt, and its return (profit) on every dollar the company invests. Financial ratios also enable a company to compare itself to other firms in the same industry and answer questions like “Are the other dog biscuit companies doing about the same as ours?” Sometimes it’s not enough to say that a company is in good or bad financial health, especially if you’re trying to compare that company with another one. To make comparisons easier, it helps to assign numbers to “health.” The following video explains how that can be done. Logical relationships exist between certain accounts or items in a company’s financial statements. These accounts may appear on the same statement or on two different statements. We set up the dollar amounts of the related accounts or items in fraction form called ratios. These ratios include the following:
Current (or Working Capital) Ratio

Working capital is the excess of current assets over current liabilities. The ratio that relates current assets to current liabilities is the current (or working capital) ratio. The current ratio indicates the ability of a company to pay its current liabilities from current assets, and thus shows the strength of the company’s working capital position.

Acid-Test (Quick) Ratio

The current ratio is not the only measure of a company’s short-term debt-paying ability. Another measure, called the acid-test (quick) ratio, is the ratio of quick assets (cash, marketable securities, and net receivables) to current liabilities. 

Inventory turnover ratio 
A company’s inventory turnover ratio shows the number of times its average inventory is sold during a period. You can calculate inventory turnover as follows: When comparing an income statement item and a balance sheet item, we measure both in comparable dollars. Notice that we measure the numerator and denominator in cost rather than sales dollars.  Inventory turnover relates a measure of sales volume to the average amount of goods on hand to produce this sales volume. ther things being equal, a manager who maintains the highest inventory turnover ratio is the most efficient. Yet, other things are not always equal. For example, a company that achieves a high inventory turnover ratio by keeping extremely small inventories on hand may incur larger ordering costs, lose quantity discounts, and lose sales due to lack of adequate inventory. In attempting to earn satisfactory income, management must balance the costs of inventory storage and obsolescence and the cost of tying up funds in inventory against possible losses of sales and other costs associated with keeping too little inventory on hand.

Standing alone, a single financial ratio may not be informative. Investors gain greater insight by computing and analyzing several related ratios for a company.  Financial analysis relies heavily on informed judgment. As guides to aid comparison, percentages and ratios are useful in uncovering potential strengths and weaknesses. However, the financial analyst should seek the basic causes behind changes and established trends.
Other than physical facilities, inventory represents one of the largest uses of cash within a pharmacy. Once purchased, inventory must be sold and the funds from the sale received before the firm’s cash can be used for various aspects of the pharmacy operation. In institutional and chain settings, pharmacy managers may not be directly responsible for the cash flow of the business, but these managers are acutely aware of the impact high inventory levels can have on operating efficiency. Inventory is perhaps the most carefully controlled of all operating costs and an expected function of all pharmacists involved in dispensing in any way. 
Financial ratios are routinely used to assess the effectiveness of a pharmacy operations inventory control techniques. The most common of these ratios is the inventory turnover ratio. The inventory turnover ratio is a benchmark used by pharmacy managers to assess inventory control and measure how many times the inventory of a company is used up during a period, usually a year. The expression “turns” or “turn days” is calculated by dividing 365 by the annual inventory turnover. This number is used to estimate the number of days of inventory available for sale. The inventory turnover ratio is calculated by the formula:
 Inventory turnover ¼ Cost of goods sold =Average inventory 
Average inventory is calculated by averaging the beginning and ending inventory balance (from the balance sheet) and given by the equation: 
Average inventory = (Beginning inventory+Ending inventory)/2
In general, an inventory turnover ratio of approximately 12 turns per year is considered optimal for most pharmacy operations. This means, on average, the pharmacy will operate with about 30 days, or one month, of inventory on hand. Some items may have higher turnover rates than the overall operation. These items, usually referred to as “fast movers” in the pharmacy environment, vary by area and represent the most commonly used medications. Fast movers may be purchased in larger quantities, turnover more frequently and can have a significant impact on profitability. TIn general, an inventory turnover ratio of approximately 12 turns per year is considered optimal for most pharmacy operations. This means, on average, the pharmacy will operate with about 30 days, or one month, of inventory on hand. Some items may have higher turnover rates than the overall operation. These items, usually referred to as “fast movers” in the pharmacy environment, vary by area and represent the most commonly used medications. Fast movers may be purchased in larger quantities, turnover more frequently and can have a significant impact on profitability. Generally, pharmacy managers track inventory turnover year by year to assess the effectiveness of their inventory control efforts. Industry averages or benchmarks are often used to further assess pharmacy operations inventory policies. When the inventory turnover ratio is lower than the benchmark (12 turns per year), this can be an indicator that inventory is too high. Possible reasons for this might include deterioration, damage, obsolescence or overestimation of need. When the inventory turnover ratio is higher, it usually means pharmacy managers are using inventory more efficiently. Higher inventory turnover ratios indicate the purchases of new inventory items are replacing the inventory actually being sold and fewer inventory items are sitting idle on the shelves. This means less cash is tied up in inventory and is available for other uses, including increased profitability.
Interpretation and Use of Ratios

Analysts must be sure that their comparisons are valid—especially when the comparisons are of items for different periods or different companies. They must follow consistent accounting practices if valid interperiod comparisons are to be made.

Also, when comparing a company’s ratios to industry averages provided by an external source such as Dun & Bradstreet, the analyst should calculate the company’s ratios in the same manner as the reporting service. Thus, if Dun & Bradstreet uses net sales (rather than cost of goods sold) to compute inventory turnover, so should the analyst.

Facts and conditions not disclosed by the financial statements may, however, affect their interpretation. A single important event may have been largely responsible for a given relationship. For example, competitors may put a new product on the market, making it necessary for the company to reduce the selling price of a product suddenly rendered obsolete. Such an event would severely affect net sales or profitability, but there might be little chance that such an event would happen again.

Analysts must consider general business conditions within the industry of the company under study. A corporation’s downward trend in earnings, for example, is less alarming if the industry trend or the general economic trend is also downward.

Investors also need to consider the seasonal nature of some businesses. If the balance sheet date represents the seasonal peak in the volume of business, for example, the ratio of current assets to current liabilities may be much lower than if the balance sheet date is in a season of low activity.

Potential investors should consider the market risk associated with the prospective investment. They can determine market risk by comparing the changes in the price of a stock in relation to the changes in the average price of all stocks.

Potential investors should realize that acquiring the ability to make informed judgments is a long process and does not occur overnight. Using ratios and percentages without considering the underlying causes may lead to incorrect conclusions.

Even within an industry, variations may exist. Acceptable current ratios, gross margin percentages, debt to equity ratios, and other relationships vary widely depending on unique conditions within an industry. Therefore, it is important to know the industry to make comparisons that have real meaning.

Questions or Tests for self-evaluation
1. Explain how financial ratios are used

2. Calculate the current ratio using information from financial statements

3. Calculate the acid-test (quick) ratio using information from financial statements

4. Calculate inventory turnover using information from financial statements
5. Classify a financial ratio based on what it measures in a company
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