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1. Executive Summary

Ratio analysis is an effective managerial instrument which will broaden our understanding of Ferguson’s financial performance and its direction over the 2-year period from July 2015 to July 2017 and show the company’s key performance indicators (Demonstrating Value, 2019). Ferguson’s annual financial results for the year which ended on 31st July 2017, demonstrated healthy ‘trade performance’, specifically in the United States. Additionally, better performance was recorded in Canada in 2016-17 and the United Kingdom still keeps improving. Ferguson continues to concentrate on boosting its profitability and keeping a stable cash flow and this has led to the 10 percent increase in the ‘final dividend’ at 73.33 pence ‘per share’. Briefly, Ferguson made £4408m gross profit, £1224m operating profit and £783m profit after tax and interest in 2016/ 2017 (Davis, 2017: 69). Ferguson should examine 5 recommendations covering 5 internal main areas (UWTSD, 2019).               
2. Introduction

Ferguson PLC is a ‘holding company’ with its base in Switzerland, which is involved in the transportation of ‘plumbing, heating products and building materials’. Ferguson is a multinational business which has distribution centres in the USA, UK, Nordics, Canada and Central Europe. It mainly operates in the ‘business to business (B2B) market’ and for example, it has more than 737 units in the UK in comparison to the Nordic region which has only 256 units across 4 countries. Ferguson provide various services including ‘residential repair, maintenance and improvement (RMI) and new construction markets’ (Financial Times, 2019: 1).        
This report will analyse Ferguson’s income statements, balance sheets and cash flow statements from 2015/2016 and 2016/2017 in order to calculate and carefully examine ‘profitability, liquidity, gearing, efficiency and investment ratios.’ Appendices 8.1 to 8.4 provide a detailed list of Ferguson’s financial performance and explain how all ratios have been calculated in section 3. Furthermore, this paper includes ‘academic theory’ and offers recommendations to strengthen forthcoming financial management results (UWTSD, 2019: 2).       
3. Ferguson’s 2-Year Ratio Results
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4.1 Profitability


Profitability ratios determine and test Ferguson’s proficiency in making profit in relation to sales, ‘balance sheet assets, operating costs and shareholders’ equity’ during the 2-year period (2015-16 and 2016-17) (CFI, 2019: 1).   

1) ‘Margin Ratios’ indicate Ferguson’s capability to turn revenue into income at different levels of calculation. Gross profit ratio shows Ferguson’s income including the required costs to make its products and provide services. A high ratio indicates a greater productivity of main operations, in other words, the business makes profits and it can easily pay the ‘operating and fixed costs, depreciation and dividends.’ Conversely, a low ratio determines an increased cost of goods sold which may be referred to negative procurement policies, reduced prices and revenues, tough competitors or incorrect marketing policies (CFI, 2019: 2-3). Ferguson’s gross profit is healthy in both analysed years 2016 & 2017, the business made 28.62% gross profit margin (£3592m) in 2016 and 28.95% gross profit margin (£4408m) in 2017 which demonstrates a slight increase of 0.33%. From Ferguson’s income statement is clear that the amount of sales also increased from £12549m in 2016 to £15224m in 2017 which led to significantly higher cost of sales from £8957m in 2016 to £10816m in 2017. Regarding the 2016/2017 cost of sales increase, Ferguson should carry out an additional analysis to determine reasons for this and prevent any forthcoming inadequate spending. Additionally, ‘political lobbying’ can assist in stopping or lowering ‘tax contributions’, boosting profit to be invested back into expanding the business (Eads 2017 as cited in UWTSD, 2019: 4
).       

‘Net profit ratio’ shows Ferguson’s profitability in the last stage by which time all costs have been accounted for including the ‘tax and interest’ figures (CFI, 2019:  4). Ferguson’s net profit continues to be stable in both analysed years, 5.67 % (£650m) in 2016 and 8.04% (£783m) in 2017. Savings in finance costs (£7m in 2017) and decrease of net debt (£356m in 2017) imply strong financial management with previous ‘investments in current assets’ (£1894m in 2017) being successfully completed. This mutual contribution of some segments of the Ferguson group had a positive effect on the increase of the overall operating profit from £711m in 2016 to £1224m in 2017 (UWTSD, 2019: 4
).           

2) ‘Return ratios’ demonstrate Ferguson’s competency to make income for its shareholders. The ‘Return on Assets’ (ROA) ratio demonstrates the amount of profit after tax Ferguson makes for each £1 of its assets. When this profit is reduced, the company will become more ‘asset-intensive’ (CFI, 2019: 3, 5). The Ferguson’s ROA ratio increased from 7.97% in 2016 to 8.24% in 2017, which is a good sign. However, this figure is lower than the transportation industry average ROA ratio (10.55%) recorded in 2013 (BizMiner, 2013).  
The ‘Return on Net Assets’ (RONA) assists the investors to identify the percentage of net profit which Ferguson makes from its assets. Greater RONA ratio indicates that Ferguson is utilizing its ‘assets and working capital’ in an efficient and effective manner (Ready Ratios, 2019: 1). The Ferguson’s RONA ratio increased slightly from 22.41% in 2016 to 22.79% in 2017. This is a positive signal, but this figure is lower than the transportation industry average RONA ratio (27.13%) recorded in 2013 (BizMiner, 2013). 
‘Return on Capital Employed (ROCE) ratio’ demonstrates the efficiency of Ferguson’s assets when ‘long-term financing’ is being considered. A high ratio indicates that more income is made by every £1 of ‘capital employed’. Investors monitor this ratio in order to understand how effectively Ferguson utilises its capital employed together with its long-term financing schemes (My Accountancy Course, 2019: 1, 3). The Ferguson’s ROCE ratio increased from 15.41% in 2016 to 22.60% in 2017. 
4.2 Liquidity


‘Liquidity ratios’ examine Ferguson’s capability to cover its due ‘current liabilities’ together with its ‘long-term liabilities [when] they become current’ (My Accounting Course, 2019: 1).   

The ‘Current ratio’ is a significant calculation of liquidity because current liabilities are due within 12 months. Hence, Ferguson must generate funds to cover these liabilities during this period. This ratio assists both ‘investors and creditors’ to see Ferguson’s liquidity. A high ratio demonstrates that the company can quite comfortably pay its current liabilities (My Accounting Course, 2019: 1-2).  Ferguson’s current ratio increased from 1.48 in 2016 to 1.74 in 2017 which is a very good sign because this figure is higher than the transportation industry average Current ratio (1.28%) recorded in 2013 (BizMiner, 2013). This is due to a significant increase of current assets: £1894m in 2017 in comparison with a smaller increase in current liabilities: £549m in 2017. 

The Quick ratio/ Acid test ratio analyses Ferguson’s capability to cover its current liabilities in time with only ‘quick assets’. Quick assets are current assets which can be turned to ‘cash within 90 days.’ Basically, if Ferguson has adequate level of quick assets to pay all its current liabilities, the company will then be able to cover its debts without trading any of its ‘long term or capital assets’. A high ratio demonstrates that ‘there are more quick assets than current liabilities.’ Obviously, this is a positive factor for both investors and creditors (My Accounting Course, 2019: 1-4). Ferguson’s quick ratio increased from 0.91 in 2016 to 1.30 in 2017. This is a great result since this figure is higher than the transportation industry average Quick ratio (1.04%) recorded in 2013 (BizMiner, 2013). 
4.3 Gearing

The gearing ratio shows Ferguson’s ‘financial leverage’ which compares the source and use of its financial resources between ‘creditors and shareholders’. There is also a ‘financial risk’ involved which plays its role when Ferguson increases its utilisation of financial leverage. Even though a high ratio shows great financial leverage, it does not necessarily mean that the business is in financial difficulties (Peavler, 2018: 1,3). The Ferguson’s gearing ratio reduced from 40.48% in 2016 to 24.17% which is a good result, showing the capability to promptly cover its liabilities, and the level of risk involved also moves from medium to low. Ferguson has a healthy increase in operating profit and seems to be less reliant on long-term borrowing to establish the grounds of its ‘capital structure’ (UWTSD, 2019: 9). 
4.4 Efficiency


‘Efficiency ratios’ are utilised by the ‘creditors, investors and senior management,’ to review Ferguson’s operations, develop its processes and evaluate the business profitability (My Accounting Course, 2019: 1
).      

The ‘Capital Employed Productivity ratio’ analyses the effectiveness of Ferguson’s assets to make sales revenue. A high ratio shows that assets are utilised more efficiently in the production of sales. On the other hand, if this ratio is too high, this may indicate that the company is ‘overtrading on its assets’, which means that there is a lack of assets to maintain the degree of sales generated (Atrill, 2011: 85). The Ferguson’s Capital Employed Productivity ratio increased from 2.72 in 2016 to 2.81 in 2017. ‘Efficiency levers’ may be strengthened by establishing a ‘cash management control culture’ in which the correct method is promoted via ‘centres of excellence’ that insist on compliance with guidelines, control effectiveness and measure the results against key performance indicators (KPI’s) (UWTSD, 2019: 7
).

The ‘Working Capital Turnover ratio’ indicates the usage of Ferguson’s ‘working capital’ to underpin a certain degree of sales revenue. A high ratio shows that the senior management is very effective in the utilisation of Ferguson’s ‘current ‘assets and liabilities’ to assist sales. On the other hand, a low ratio demonstrates that the company is putting the funds into various ‘accounts receivable’ and stock assets to assist sales, which could potentially result in too many ‘bad debts’ and ‘obsolete stock’. A very high ratio can suggest that the company has a lack of capital to assist its sales expansion and so it may soon be forced to close (Bragg, 2017: 1). The Ferguson’s Working Capital Turnover ratio reduced from 7.41 in 2016 to 5.01 in 2017
. 

The ‘Non-current Asset Productivity ratio’ identifies the effectiveness of Ferguson’s non-current assets to make sales. A low ratio can suggest that the company is not utilizing its assets efficiently. On the other hand, a high ratio means that Ferguson is more effective in employing its non-current assets (Financial Accountancy, 2015: 1). The Ferguson’s Non-current Asset Productivity ratio increased from 4.30 in 2016 to 6.40 in 2017 which is a good trend
. 

‘Net Asset Productivity ratio’ tests the efficiency of Ferguson’s total assets to make sales revenue. A high ratio is seen as a positive factor. Conversely, a low ratio indicates that the business is not utilising its assets effectively and possibly has managerial or operational issues. This ratio provides ‘investors and creditors’ with an insight into how well Ferguson is run and how the business utilises its total assets to make products and generate sales revenue (My Accounting Course, 2019: 1,3). The Ferguson’s Net Asset Productivity ratio slightly increased from 1.54 in 2016 to 1.60 in 2017
.      

‘Stock Turnover in days ratio’ evaluates ‘value, liquidity and cash flows’. Investors and creditors seek the value of Ferguson’s inventory. This ratio demonstrates how quickly the business is shifting its inventory and liquidity. Basically, fewer days’ stock left indicates that Ferguson can turn its inventory into cash earlier. Management attempt to only purchase stock which will be sold within 90 days (My Accounting Course, 2019: 1-3). The Ferguson’s Stock Turnover in days ratio significantly improved as it decreased from 82.19 in 2016 to 61.28 in 2017 which is an extremely good signal as this figure is significantly lower than the transportation industry average Inventory Turnover ratio (194.19) recorded in 2013 (BizMiner, 2013). Additionally, however, ‘stock calculation’ would require examining external factors, such as: ‘seasonality, promotions, damages, liquidations, customer returns and a lack of data of new products’ (UWTSD, 2019: 7
).

4.5 Investment


‘Investment ratios’ are useful for investors to forecast the future stock price working from current income and dividend calculations (My Accounting Course, 2019: 1-2
).  

‘Earnings per share (EPS) ratio’ refers to the net income made by Ferguson which is accessible to shareholders in 2 years’ period 2015/16 and 2016/17 and to the ‘number of shares issued’ each year.  This ratio is a key calculation of ‘share performance’ (Atrill, 2011: 97). The Ferguson’s EPS ratio increased from 2.43 in 2016 to 2.93 in 2017
 which is a good sign.  

The ‘dividend cover ratio’ indicates how many times Ferguson can ‘pay dividends to its shareholders’. If Ferguson makes a significant amount of net profit compared to its dividends paid, it is very unlikely that the company will not continue paying dividends at the same figure. On the other hand, if this ratio is smaller than one, the company may be using borrowings to pay dividends, a practice which cannot be sustained (Bragg, 2018: 1). The Ferguson’s dividend cover ratio increased from 2.73 in 2016 to 3.02 in 2017
. 

The ‘dividend yield ratio’ may assist investors to evaluate the financial return on investment in Ferguson (Atrill, 2011: 96). The Ferguson’s dividend yield ratio declined from 28.43% in 2016 to 25.38% in 2017 as the result of the increase of 54.2p in the market share price in 2017. ‘Volatility’ requires checking to assist investors examine investment objectives, in general, this ratio is moderate, indicates a reduced risk and ‘reward investment for shareholders’ (UWTSD, 2019: 8).     

The ‘interest cover ratio’ evaluates Ferguson’s capability to pay interest on its borrowings at the time when it is due. If the calculation result is less than 1, it indicates that Ferguson is not generating enough funds to cover its interest charges. If the result equals 1, it shows that the company is making just enough to cover its interest. If the result is more than 1, it demonstrates that the business is generating more funds to cover its interest charges with additional income outstanding to make payments on the principle (My Accounting Course, 2019: 1,3). The Ferguson’s interest cover ratio significantly increased from 16.53% in 2016 to 34.00% in 2017. This trend shows that the business made additional operating profit of £513m in 2017 and paid £7m less interest in 2017.     

The 
‘return on equity (ROE) ratio’ reveals the percentage of net profit in relation to ‘shareholders’ equity’. A high ratio is frequently seen as a good opportunity to buy Ferguson’s stock. Businesses with this high ratio can make money internally and for this reason they are less reliant on borrowings (CFI, 2019: 5). The Ferguson’s return on equity ratio increased from 20.97% in 2016 to 21.55% in 2017. 

The ‘price/ earnings (P/E) ratio’ indicates a degree of ‘market confidence’ in the future of the company. A high ratio shows that there is a great confidence in the future income of the company and therefore, more investors are ready to invest in connection with its income stream (Atrill, 2011: 97-98). The Ferguson’s Price/ Earnings ratio increased from 10.82 in 2016 to 12.73 in 2017.

4.6 The Limitations of Ratio Analysis

Ratio analysis examines data obtained from the financial statements to understand the performance, ‘financial position and cash flows’ of Ferguson PLC. On the other hand, there are some limitations of ratio analysis as described below (Bragg, 2018: 1):
· ‘Historical’ – all data utilised in ratio analysis is gathered from past factual results.
·  ‘Inflation’ – if there has been an amendment of the inflation rate in one of the periods being reviewed, this may indicate that the results cannot be compared among periods.
· ‘Aggregation’ – the data in a ‘financial statement line item’ which is used in a ratio analysis may have been collected in a different manner previously, therefore carrying out the ‘ratio analysis on a trend line’ does not evaluate the same data through the whole ‘trend period’. 

· ‘Operational changes’ – Ferguson may have amended its fundamental organisational structure to a such a degree that a ratio which was calculated in the past and compared to the same ratio now again would provide an incorrect outcome. 

· ‘Accounting policies’ – various organisations may have distinct accounting policies to record the same financial information.  

· ‘Interpretation’ - it may be hard to identify the root cause for the results of each ratio.       

· ‘Company strategy’ – it may be risky to carry out a ratio analysis between two organisations which are using distinct strategies. 

· ‘Point in time’ – some ratios only use data from the balance sheet which is produced on the last day of each accounting period (Bragg, 2018: 1-2).

5. Conclusion

Higher market value per share (+54.2p in 2017), enhanced investor market confidence are probably driven by significant ‘gains in cash’ (+£96m in 2017), profit before tax and interest (+£513m in 2017), growth in investment and ‘return’ from Ferguson’s partners and acquisitions, important overall growth in profits and improvement in many key ratios. Having examined the ratio data and financial statements, I would provide Ferguson with the following recommendations to boost its ‘cashflow management and liquidity position’. Ferguson should mainly concentrate on these central points: ‘marketing efficiency, stock turnover and asset productivity’ when investments come to fruition. Ferguson should explore ‘cash control culture’, enhance operational processes, create ‘shareholder value’ and boost liquidity to a greater extent (UWTSD, 2019: 9
).                 

6. Recommendations
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8.1 Ferguson Balance Sheet
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8.2 Ferguson Income Statement
[image: image5.jpg]Group statement of comprehensive income

e hat imay e reciasaified submequently ta profit o toas:
E-Chane l0m on translation of bormowings snd dervathves desianated a2 hadies of cvarsess aperaons © on
Comiatove curtaney rarsbation aiferonees o s a2
Rceusarial loss an retrarmert ol trorn: 3 @ 200
e (charcieycrccit on e that will ot e reclazsified 1 preoft or =< @Gt s
A e e e == = = =
“n o

= . &2
oo NS S o e T
e - . T2
S H _ s ey
S &




[image: image6.jpg]Group cash flow statement

e o

2 o businemen (161 of St teatd o) o

z - z @ee

Purchase of o share fy Ermpleyes Bener Tt o
Het cosh med by fneneing acie 5 = ame @
et cioon ceneratacra o
ot incroiasAdecronse) in < ath, <4 SIS an A e e





8.3 Ferguson Cash Flow Statement
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8.4 Calculation of Ratios

Profitability 

Return on Capital Employed = (Profit before Interest and Tax/ Capital Employed) x 100%

Net Profit (Operating profit) = (Profit before Interest and Tax/ Sales) x 100%

Gross Profit = (Gross Profit/ Sales) x 100%

Return on Assets = (Net Income/Total Assets) x 100%

Return on Net Assets = (Net Income/ Net Assets) x 100%

Liquidity

Current Ratio = Current Assets/ Current Liabilities

Quick Ratio (Acid Test) = (Currents Assets – Stock)/ Current Liabilities

Efficiency

Capital Employed Productivity = Sales/ Capital Employed

Working Capital Turnover = Sales/ Working Capital

Non-Current Asset Productivity = Sales/ Non-Current Assets 

Net Asset Productivity = Sales/ Total Assets

Stock Turnover in days = (Stock/ Cost of Sales) x 365

Gearing

Gearing = (Long Term Borrowings/ Shareholders’ Funds) x 100%

Investment 

Earnings per share = Profit after Interest and Tax/ Number of Ordinary Shares Issued 

Dividend Cover = Profit after Interest and Tax/ Dividend Paid

Dividend Yield = (Dividend per Share/ Market Value per Share) x 100%

Interest Cover = Profit before Interest and Tax/ Interest on Long Team Borrowings

Return on Equity = {Profit after Interest and Tax/ (Ordinary Shares + Reserves)} x 100%

Price/ Earnings (P/E) = Current Share Market Price/ Earnings per Share (UWTSD, 2019).
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