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Analysis on Tesco financial ratio in the period between2014 -2018
Part a):  A brief History of Tesco.
Market place and competitors: - Tesco is not only one of the leading companies in UK, but it’s also the largest retailer among other major UK retails with very strong position on London Stock.  It’s also one of the companies that compete with the world retails.  According to the German Database company, STATISTA in (2017) Tesco was one of the 10 top worldwide retailers with big total revenue and considerable extension across the globe. Tesco for a long time have been positioned as a leading retailer in UK, however, it is constantly confronting restless competition from almost nine competitors in UK retail market. If not all, some of the competitors pose a real threat to its position, particularly Sainsburys’, Asda and Morrisons. The three mentioned competitors are considered very influential whether in the market shares or branding competition.
Business model of Tesco: - Tesco have its own distinctive business model; “We based on a simple three pillars; customer, channel and product”. Tesco Website.  Regarding this model of Tesco, the customers are at the core strategy, by listening to them, acting on what is important to them whether price or service or availability. In term of channel the company exerts maximum efforts to bring the best product to its customers through small shops, large shops and on-line services with better efficiency. In term of product Tesco always offers best possible range of quality product that meets the customer’s need and their expectation.
Major recent events: -In spite of the company’s success throuhout its long history, it had undergone some difficulties in the recent years. In 2014 Tesco encountered at least two significant events, the first was that its shares fell sharply to 28.7 as its competitors, like Aldi, Lidl and Morrisons launched great discounts, the second was on 28 November when police were called to restore order as some disturbances occurred in some stores across UK due to on-line shopping problem.
The year, 2015 considered one of the worst years of Tesco during the last five years. Although the company did achieve success in the market over the last 5 years, it encountered several problems in 2015 in a number of positions that can be summarized in the following points:
a-Referring to a business report written by SHRUTI on London Love Business on December 10 2015, it was a disastrous year for Tesco. He mentioned that the company’s shares fell to 153 which was the lowest value since October 1997. According to the report, in April 2015 Tesco faced a terrible loss of 6.38 billion US dollars which was the largest in its 96 years history and then followed by another huge fall in profit. In the same year Tesco also terminated over 10000 jobs and closed not fewer than 43 stores. In November 2015 the company paid an amount of 12 million US dollars to settle a US lawsuit over its $263 million profit overstatement in 2014. Another damage to the company was that Tesco former boss Philip Clarke was interrogated on background of the profit overstatement of 2014. Another unfortunate event for Tesco was in November 2016 when it was  under attack by cyber and as a result the Financial Conduct Authority had fined Tesco Personal Finance PLC (Tesco Bank) £16,400,000 for failing to protect its personal  current account holder.
Part b):
1-Calculation of key financial ratios.
The key financial ratios to be calculated on this report are profitability, liquidity, gearing and efficiency ratios;
Before doing any calculation it’s worthwhile to give a brief idea about the ratios to be analysed. Ratios are key indicators in finance to take right decision and all people use in managing their business as Berman.K and Knight. J (2006) state in their book Financial Intelligence that all kinds of people use all kinds of financial ratios in assessing a business.
 In this section the focus will be on eight sub-ratios; gross margin, net profit margin, current ratio, cash ratio, assets to sales ratio, inventory turnover ratio, debt ratio and equity ratio.
Profitability ratios mainly concerned with the performance of a business particularly about how much profit is earned from a business. Gross margin deals with measuring the percentage of dividing a company’s gross profit by the amount of its net sales, while net profit margin is connected with net profits to revenues.
Liquidity ratios are the ratios that determine to what extent a debtor is able to pay its obligation of current debts.  Current ratio is mainly about, ability or disability of a company’s resources to meet its short-term obligations while cash ratio is relatively a little different from the current, its mainly about a company’s cash resources that enable it to repay its short-term debt.
Efficiency ratio is about how much a company spends to make a dollar. Total to assets ratio is a financial concept of measuring a company’s efficiency how to manage its assets in 
connection to the revenues generated, while equity turnover is about the proportion of sales to stakeholder’s equity or the ratio that determines the efficiency of using equity to generate revenue.
Gearing ratio is about financial leverage of a company that proves how it is funded by its equity versus creditor’s funding.
Table (1) Calculations of Tesco profitability ratios:
Calculations from 2014- 2018.


Table(1). 

	Profitability 
	2014
	2015
	2016
	2017
	2018
	M&S2018

	Gross margin ratio
	0.075
	-0.0248
	0.0335
	0.0544
	0.0591
	0.0146

	Net profit margin
	0.03
	- 0.1
	0.005
	0.0013
	0.017
	0.0026




Table N0 1 above provides figures on two types of profitability that illustrate profit earned by Tesco in each year in the period between 2014 to 2018. 
The gross margin ratios of Tesco in five-years’ time which are calculated from the annual consolidated income statement using gross profit divided by sales illustrate Tesco’s main profitability ratios and how the company succeeded financially in its business. 
When we go to the annual income statements of Tesco in five years period of 2014 to 2018, the financial figures of sales are to great extent similar. These figures resulted in uneven gross margin ratios.  To conclude whether these figures are good indication to Tesco’s financial activity or bad indication it’s important to conduct comparative analysis of the net profit margin figures given for the five years’ time. 
 Between the year 2014 to 2015 the gross margin ratio had dramatically gone down from positive to minus which clearly indicates that in year 2015 Tesco sold its inventory at very low profit percentage and this is bad indication to the business of 2015 and such a ratio might discourage investors to engage with any business activities with the company unless it improves its business performance. In year 2016 Tesco emerged from the setback it encountered in 2015 and increased its gross margin and this simply means that Tesco during 2016 either increased its prices or worked hard to gain more customers. Regarding the figures of Tesco’s gross margin in 2015, there was definitely a big error happened in its business. It could happen a lot of damage in its inventory in the storehouses or there was no proper performance from its employees or even the company had to sell its goods at lower prices etc. Of course, increasing of gross margin of a company means increase of its profits but if the ratio is stable it’s also another good indication. When we look at the figures of gross margin ratios from 2016 to 2018, the ratio is almost stable without any significant increase and the results prove that Tesco during the past three years has adopted a good strategy of a business that enabled the company to stay with heathy business environment. Why is the gross margin of Tesco is not stable for last five years period indicates either or both of the following:
a- Mismanagement of prices. B-Tesco might adopt strategy of greater sales with lower prices. 
Net profit margin is also one of the profitability ratios but unlike gross profit margin. Its core concept is about fundamental profit of a company that is calculated after deduction of all costs. Once again going back to the table1, it seems the net profit ratios more fluctuated than the gross profit. The highest ratio is in 2018 and the lowest is in 2015, and the rest of the years also characterized by instability. In 2015 the figure of net profit of Tesco net was very similar to the gross profit of the same year which indicates that Tesco had undergone very difficult business experience with big loss. But the figure of net profit ratio in 2016 is obvious that Tesco exerted great efforts to recover from its financial illness.   The result clearly shows Tesco followed right procedures to increase its net profit and this could happen by either of following four ways or all of them: 
During the year 2016, Tesco brought in more money by raising the prices of its products and services, or it might sell more of its products and services. Another possibility is that in 2016 Tesco spent less money by reducing the cost of its products and monthly overhead expenses.  Figures of the table1 indicate that there was clear drop of net profit in 2017 compared to the previous year and this drop indicates that though there was still income, Tesco might experience during the year some kind of lower sales or higher expenses or it might experience both difficulties. The most obvious phenomenon of the net profit figures of Tesco from 2014 to 2018 is that the profit performance to a great extent not consistent. 
In comparing Tesco to Marks and Spencer in terms of profitability, generally is stronger than Marks and Spencer and this possibly because Tesco has greater assets than Marks and Spencer and it utilized these assets to generate its sales which made it stronger profitability but this does not mean that Tesco have managed its assets in more proper manner than Marks and Spencer.
Recommendation: a- control over prices against the size of sales b- reduction of business expenses especially administrative costs c- loans’ cutting.


Table (2) 
	Liquidity Ratios 
	2014
	2015
	2016
	2017
	2018
	M&S 2018

	Current ratio
	0.73
	0.60
	0.93
	0.80
	0.71
	0.72

	Cash ratio
	0.12
	0.11
	0.17
	0.20
	0.21
	0.11



Tables No2 is about liquidity ratios. Liquidity ratio is generally related to the ability of a company to pay short-term debts before their fixed time elapses. In this table the two types of liquidity ratios to be analysed are current ratio and cash ratio. Current ratio is about if a company can pay its debts which are due within a period of a year.  
In case of the current ratios of Tesco from 2014 to 2018, the figures to some extent similar, but they seem below the required standard. In accordance with common financial standard the required ratio should be not less than one. However, the ratio lower than one is not great concern unless this ratio persists for more than considerable period of time. The current ratios of Tesco within the years 2014 to 2018 all are lower than one while the preferable ratio is between one to two. All ratios shown above are less than one which mean that Tesco probably have been under poor liquidity condition which also indicates that it could not afford to pay more than 80% of its short-term liabilities. Each ratio in the table can tell us clearly how Tesco is capable to carry on its business for the next year without facing difficulties, because each figure is a concrete prove that the cash of the company is enough to pay the short-term debts and the situation is not worrying besides Tesco has a good opportunity to increase the amount of cash through selling its inventory, or getting more borrowings from creditors. Once again, the figures of Tesco’s current ratios throughout the last five years can show either, Tesco haven’t reserved too much cash in its account or too much inventory in its stores or both.  In other way Tesco have properly managed its cash in business for the purpose of boosting its trade against the main competitors or even it returned considerable amount of cash to the shareholders, this is possible because an experienced company like Tesco work hard to sell its inventory before any possible falling of the prices in the future. The ratios also show that Tesco might have encountered some difficulties in its business throughout this period. 
Cash ratio however is a bit different from current ratio. While the current ratio is calculated on basis of the total amount of all current assets of a company to its current liabilities, the cash ratio is calculated on basis of cash and cash equivalents to its current liabilities and using this cash at the present to pay for the liabilities due in next twelve months.  The figures of Tesco’s cash ratio in the table No2 simply mean that the company can pay without any difficulty the amounts shown in the figures in each year. 
The figures also show us the company’s cash ratios are low throughout the last five years and the reasonable justification for these results is that, Tesco either has used its cash efficiently in investing in business or it has given back some of its cash to the shareholders. The figures also show Tesco probably has expanded many branches to put some of its liquidity into the new stores. On the other hand, these low figures may indicate bad signal.  They indicate that Tesco might not be able to borrow more money from its creditors as it cannot pay back in next 12 months’ period. The most two figures show a big difference are the figures of 2015 and 2016 which means that in 2015 either the business fell in the category of good management or mismanagement, good management if Tesco operated properly its cash through investment, mismanagement if Tesco operated its cash in improper manner. Generally, all figures of Tesco’s cash ratio in the last five years are less than one which means the current liabilities are higher than cash and cash equivalents, the situation of insufficient money to pay short-term debts. 
Comparing Tesco to Marks and Spencer, it seems the situation of each organization is no better than the other which mean Marks and Spencer also undergone the same difficulties of Tesco.
Recommendation: To improve its liquidity condition it is recommendable that Tesco to benefit from 
its long-term assets which are inactive and also it is better have to reduce some of expenses and resort to the stakeholders to finance it to cover its current liabilities in years to come.
Table (3) 
	Efficiency Ratios 
	2014
	2015
	2016
	2017
	2018
	M&S 2018

	Assets to sales ratio
	0.07
	

0.07
	0.08
	0.0
8
	0.08
	0.19

	Inventory

 turnover
	0.02:1
	0.02:1
	0.02:1
	0.02:1
	0.03:1
	14:1



Efficiency ratio is about to what extent a business utilizes its assets and normally if the ratio is lower it indicates that a company is efficient in utilizing its assets.
Assets to sail ratio is about how a company is efficient in collecting money from its customers. In the table No 3 above the figures of Tesco related to assets to sales ratio for 5 year are stable and at the same time low which indicate that Tesco throughout the five years remained efficient in collecting money from the customers. But when comparing to Marks & Spencer the performance of Tesco is lower than Marks & Spencer. It is also very clear that M&S in 2018 made a little higher profit than Tesco.

Since inventory turnover is about the speed of a company in selling its inventory, it means that how many times inventory of a company is used throughout the year, so the higher inventory turnover is more the items are sold. In the table No 3 all figures of inventory turnover of Tesco in four- year time are identical with low ratio of turnover, however in year 2018 the ratio went up a little. These figures clearly prove that Tesco has very big stock comparing with the customer’s purchase rate and also the figures show that Tesco was not able for 5 years to manage properly the relation between the sales and the its stock in order to improve the turnover of its inventory. On the other hand, the inventory turnover of Marks & Spencer in 2018 is obviously better than Tesco which means either of the two things, the sales rate of M&S is very high or M&S has very small inventory.
Recommendations: For asset turnover Tesco needs to improve its sales by more promotion and discounting. For inventory turnover, Tesco needs to adjust its sales strategy in a way that can improve cash flow and one way to achieve such a goal it has to reduce costs. Also, the company needs to thoroughly review its inventory to make sure which goods have a quicker turnover than the others. 
Table (4) 
	Gearing Ratios 
	2014
	2015
	2016
	2017
	2018
	M&S 2018

	Debt ratio
	0.49
	0.71
	0.67
	0.76
	0.59
	0.48

	Equity ratio
	0.51
	0.29
	0.33
	0.24
	0.41
	0.52



Gearing ratio shows to what extent is a company borrowed amount of money comparing to the size of the shareholders’ capital. In all conditions, the lower the ratio is the better the gearing ratio. If a company is able to finance itself by equity the size of the borrowings will become smaller and the company definitely stays free from commitment of bank loans.
Referring to the table No 4 above and looking at the debt ratios, almost Tesco have suffered high gearing for about 4 years. Tesco apparently increased its debts constantly in period from 2015 to 2017  The high gearing ratio of Tesco actually started in 2015, the same year that Tesco experienced a big loss of gross income of (1.41B) and since then its borrowings started going up and this indicates that its interests increased and definitely it has become under pressure from its creditors. Comparing the gearing ratio of Tesco 2018 59% to the one of Marks& Spencer 48% it is clear that M&S has lower gearing with more comfortable situation than Tesco and it might have high opportunity of getting loans from creditors to expand its business. But Tesco still can easily improve its situation because it has greater fixed assets than M&S with better competitive position in the market and higher market shares. This indicates that its gearing ratio comparing to Marks and Spencer does not mean the company at financial risk.
Equity ratio is a financial ratio that indicates to the proportion of equity to a company’s financial assets, it tells what level of leverage the shareholders finance a company. 
Looking at the figures given in table No 4, it can be observed that the ratio are not stable. In years 2015 and 2016, the level of leverage with which the shareholders funded the company by their equity was very low as the figures indicate. The best ratio was in 2014. With low equity ratios Tesco financial situation gives message of weak financial stability and the company likely to depend on debts for the long run, while the situation of Marks and Spencer 2018 is more comfortable with relatively higher equity ratio of 0.52.
Recommendations: To ease debts burden it is recommendable that Tesco have to widen its investment through a new approach of product quality, customer service improvement and better utilization of loans. The company has to look for a new strategy of pricing in a way that can help improve profit margin of the company.

Part (c).
Carry out investment appraisal 
Techniques to evaluate the two projects:


Year                  projected cash flows (£m).
                             A                        B
0                          -85                     -90
1                          10                        25
2                           20                        30
3                            40                       35
4                            55                        40

Assume that the company’s cost of capital is currently at 10.5 percent.
1-calculations:
Payback period (PBP).
Project A ;         (85- 70)/ 55= 0.272.
                      = 3+0.272=3.27 . Therefore, payback period = 3.27.

Project B:-  90-(25+30+35) = 0.  Therefore, payback period = 3years.
Evaluation;
Payback period is related to how long the time of a project to repay its initial investment whether in term of years, months or days.
In financial terms project the cash flows of project A is obviously slow in the 
periods(years) 1,2and 3 but in the year 4 the cash flows have gone up to the point that the payback period achieved before the end of the year. The running total or the accumulative cash flows moved from negative to positive approximately before the first half of the year 4 so the payback period of project A is somewhere between the year3 and year 4.
On the other hand, the payback period in project B is relatively quicker than in project A. In the project A the amount of cash flows in each year is almost bigger than in project B and as a result the payback period of the project B has been achieved exactly in the year3. 
In term of time the payback period, project B is acceptable comparing to the payback period project A and therefore project B is recommendable because of its shortness of the payback period  
In terms of techniques PBP method is very easy way to calculate the results and also the cash flows tell you clearly when a project turns into a real benefit. It is also very practical tool for comparing different projects.


Accounting rate of return (ARR).
Project A:- 
125-85= 40.
40/4=10.
85/2= 42.5.
10/42.5=0.235. Therefore accounting rate of return=o.235 .

Project B:-
130-90= 40.

40/4= 10
90/2= 45.
10/45= 0.22. Therefore, accounting rate of return = 0.22
Account rate of return is about percentage rather than time as is seen in PBP. It shows if the average meets the target return.  The average return of project A is 0.235 which indicates how much operating income of the project, while project B has a rate of 0.22. In terms of return rate, the higher the rate the better the investment.so project A is acceptable in the case of ARR, because its return rate is higher than in project B.

Internal Rate of Return: -
Project (A).
-85 +10/(1+r)1 +20/(1+r)2 +40/(1+r)3 + 55(1+r)4 =3297.15 .

Project (B):
IRR = -90+ 25/(1+r)1  +30/(1+r)2 +35/(1+r)3 +40/(1+r)4 = 6570.27.
Evaluation:
IRR is related to evaluating a project for making a decision whether it is accepted or rejected and the decision mainly based on type of cash flows, minus or plus. When the calculation of cash flows is equal to zero, IRR is more than the expected rate of return and the project in such case is accepted and if less than zero the project is not accepted. 
In terms of financial both project A and project B their calculated results of IRR are higher than the expected rate of return and the decision in each case, is positive. Nevertheless, the figure of project B is bigger than the figure of project A and in such case project B is recommendable, and more acceptable.

Advantages and shortcomings:
Internal rate of return; the advantage of IRR is that it can be used to know expected investment’s returns and provides information about which project has most positive results comparing to others. It is also considered as the most accurate and simple method of calculating the internal rate. On the other hand, the disadvantage of IRR is that it is not possible to use this method to compare projects in term of duration or how big is a project.
The advantage of Payback Period is that, the technique is very easy way for know which project has the shortest period of payback. The disadvantage of PBP is that it does not emphasize on the amount of cash flow of each year but it only concentrates on the time.


Net Present Value.
Project (A):
NPV = -85+10/(1+10.5%)1 + 20/(1+10.5%)2 +40/(1+10.5%)3 + 55/(1+10.5%)4 =6.96 .
Project (B):
NPV= -90+25/(1+10.5%)1 + 30/(1+10.5%)2 + 35/(1+10.5%)3 +40/(1+10.5%)4=9.96.
Evaluation:
Net present value is about the time value of money calculated on the basis of the costs and benefits of each interval of investment time.
From financial point of view both project A and project B have positive net present values which means their earnings have gone beyond the anticipated costs i.e. the two projects are profitable. As project B has higher percentage it is recommendable option. The technique is easy and clear.
The advantage of this method is that it is a good tool for making financial decision, but its disadvantage is that it cannot be used alone to decide the exact picture of profits or loss in any investment. 
The advantage of the Net Present Value is that the technique shows how much value does the investment create in terms of money and also it tells the risk in the future. However, its shortcomings are mainly on its weakness in using it as a measurement for comparing different projects in term of size.

Non-Financial factors to be considered:
Among many financial factors that can affect achievement of the two projects, here the most anticipated factors:
a-Technological factor is very important in any success of a company. This is because any incorrect application of technology will definitely lead to the failure of the project. It is also very important for the two companies to cope with the rapid changing of technology in order to improve their financial performance.
b-Government legislations can impact on the projects especially in terms of taxation and economic policy of a country.
c-Environmental factors come on top of the factors that impact on a project implementation particularly the ones that connected to health of people like issue of Green and pollution.
d-Manpower also is an important matter for the success of the two projects; whether it is about the quality of the manpower or the quantity.
e-Another fundamental non-financial factor is the consumer and cultural dimension of a society as well as the location where the projects to implemented. In other words, are the projects located in a very highly competitive areas? do they potentially succeed in attracting customers for their products?
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