
 (
A
ssignment
 2: Review a business using their financial statements.
) (
     
 
| 
     
) (
Lecturer 
Howard Davies
Student 
James
 
Evans
   
Submission 
06/06/22
) (
2022
)

Contents page

Executive summary				2
Introduction 					2
Profitability ratios				3
Liquidity ratios				3
Activity ratios 					4
Leverage ratios				4
Shareholders ratios				4
Use and limitations of ratios			5		
Ratio analysis					6
Summary of findings 				7
Conclusion 					9
Recommendation 				9
References					11
Appendix 				14
Modelling figures				14
Ratio equations				15
Statements year 2019-2020			16
Statements year 2020-2021			20

Executive Summary 

This is a report written using financial figures from McLaren from years 2019-2021 to analysis their suitability for a joint venture. Financial Ratios were applied and evaluated, coupled with external data sources of the current manufacturing landscape incorporating problems, such as the microchip shortage, covid-19 and McLaren’s restructuring of their business. This report concludes McLaren are currently not suitable and would be deemed currently as a risky venture at this time. Recommendations are located on the final page of this report.
Introduction
This report will assess and evaluate the use of financial ratios using McLaren as a case study for their suitability for a joint venture. It will assess their financial health by examining their recent financial statements from recent years for the period 2019-2021.
McLaren was founded by New Zealander Bruce McLaren in 1963 as a racing company. Built on the back of expertise in racing, the company diversified into the sports car business, manufacturing and supplying high performance cars. Part of the McLaren group is an advanced technology business that specialises in research, development and innovation for the automotive industry called McLaren applied (Mclaren.com, 2018). 
Why use ratios?
By using ratios for analysis, it is possible to obtain the financial health of a company. Evaluating current and past statements can give an insight in to how the company is performing, which can be quantified into comparative data to be used for future predictions for how the company is comparing to their competitors and industry averages (Bloomenthal, 2021). In order to use these ratios, you need to collect information which can be found in a company’s financial statements.

Financial statements 
This report will analysis key statements from McLaren, these can be found in (appendix 3 and 4). Atrill and Mclaney, (2017) discuss that these statements can provide the picture of McLarens business performance and financial position. There are three statements that are released on a regular basis, in this case year on year. They can answer important questions of the health of a business such as, how much money was generated, what cash movements happened and the accumulated wealth at the end of the time period and show if the wealth is in assets or cash.
Using three years statements can show trend analysis and provide management with a forecast of future operating activity. Identifying trends will allow explanations of negative and positive changes in the accounts and business operations.


Income statement
The income statement is the first of three important financial statements that are used for reporting a business’s financial performance over a period of time, another name for this document is the profit and loss statement and it provides data for the businesses revenues and expenses (Chen, 2021). The key metric from a financial statement for a business is their profitability not cashflow.
Balance sheet
A balance sheet in terms of a financial statement will report a business’s asset, liabilities, and the shareholder equity for the year. Balance sheets can provide the data needed to compute rates of return for the investors while also evaluating the businesses’ capital structure. It outlines what a company owns and owes and the investment obtained by its shareholders (Fernando, 2022). 
Cashflow statement 
A cashflow statement is a financial statement that can analysis the movement of cash and cash equivalent that are received and payable by a company. The cashflow statement can measure how the company manages its cash position, for example how well the business generates money to pay its debt obligations and fund its operating costs (Murphy, 2021). 

Ratio groups
The ratio equations can be found in appendix 2, below are an explanation of what can be evaluated while using these ratios.
Profitability ratios
Profitability ratios are metrics that show the ability of the business to generate earnings comparative to their, operating costs, balance sheet assets, revenue or equity of shareholders for a specific timeframe. They are normally split into two categories which are margin ratios and return ratios. Having an increased value compared to their competition or same periods of time would indicate the business is in a strong position. They are useful when using the companies’ historic data and the same industry competition (Hayes, 2021).
.
Liquidity ratios
Liquidity ratios are financial metrics that can be used to determine a debtor's ability to pay their current debt obligations without the need to raise capital be external measures. They can measure the businesses’ ability to pay their debt obligations and gauge the margin of safety they have by calculating their quick ratio, current ratio and operating cash flow ratio. These can equate to the ability of the business convert their assets into cash easily and quickly. When used in comparative analysis internally and external they are most useful (Fields, 2016).
 
The quick ratio is useful if you have stock that could be deemed difficult to sell, an example would be perishable goods or stock that may be difficult to sell quickly. Choosing this ratio could provide useful in those scenarios but some businesses hold stock which can be sold quickly, for example the metal markets. 

Activity ratios 
The activity ratios are metrics that can evaluate how efficiently a business is at leveraging their assets on their balance sheet to increase revenues or generate cash. Commonly referred to as efficiency ratios, these ratios will help to analyse how they handle their management of the inventory, A key to the fluidity of their operational and  financial health. These ratios are most useful when comparing multiple businesses in the same industry (Kenton, 2020). 
Inventory ratios will be different for different industries and the type of business within them. This report focuses on an automotive company supplying supercars, we can expect the inventory to be lower than an everyday car manufacturer due to the price of the products being sold.
Leverage ratios
leverage ratios are metrics that analysis the amount of capital that comes in the form of debt, such as loans or credit into a business and assesses the potential ability for the business to meet its financial commitments. These ratios are important because businesses predominantly rely on a mix of debt and equity to finance their operation. knowing the amount of debt, a business has is useful in evaluating if it can pay off its financial commitments when they come due. 
High debt could be dangerous for both businesses and their investors, if a business operation can achieve higher rates of return than the interest rate attached to their loans, then this healthy debt could increase growth. But uncontrolled levels of debt could lead to downgrades of credit, furthermore, minimal debts could provoke questions about the operations, a hesitance to borrow could be a warning that operating margins are slender (Hayes, 2020).


Shareholders ratios
Shareholder equity ratios can show how much of the business assets will have been generated by creating equity shares instead of acquiring debt. A low result would suggest the company has more debt which it used to pay for the assets, moreover It highlights how much the shareholders could claim if the business were to be placed in liquidation and offers a representation of how much of the business assets the shareholders would be able to claim (Hayes, 2021). 
Use and Limitation of Ratios 
Ratio uses.
Ratios can highlight potential problems for a business and can hone in on certain areas that require attention. The data can be used for comparisons of the business ratios with the industry standards while highlighting the specific areas that can be improved to stay competitive. This method of evaluation of the businesses performance over a period of time with the industry benchmarks is known as comparative analysis (Woodruff, 2019). Financial ratios can act as warnings, they can tell if the businesses are running smoothly or if something needs attention. By using the ratios and paying close attention to the indicators it can help keep the business on the path to profits. Ratios have been used through industry revolutions, for example previously written by Beaver, (1966) who discusses using financial ratios to predict business failure, its stated that you need a purpose to apply financial ratios for them to be most useful.  Alothaim, (2019) research applied the ratios discussed previously in this report, incorporating them into a prediction model that could analysis a company’s risk of going bankrupt, furthermore they discuss operating effect, turnover of assets, profitability and liquidity ratios are extremely “potent” tools to use to predict potential financial business failures.

Limitations of ratio analysis.
A key limitation that can arise from ratio analysis is potential Manipulation of financial statements, this data is supplied by the company in their financial statements, the information could be manipulated by management to display better result than the accurate performance data. Manipulated information wouldn’t be detected by simple analysis, so it would be imperative that an analyst would be aware of potential manipulations and complete due diligence before concluding on the data provided (CFI, 2021). McLaren use auditors, PricewaterhouseCoopers LLP, who are independent and gives their audits credibility to their statements and avoid potential conflicts of interest. This protects potential new and existing shareholders from fraudulent financial claims (Godick, 2021). 

When making investment decisions from data collected from financial reports it would be naïve to not take into external factors, ratio analysis is commonly used by, investors, creditors and management, the data can reveal a lot about a business and its operational health. Lesáková, (2007) highlights limitations to take in mind about ratios. Firstly, they are one figure divided by another, so it could be unreasonable to assume that the calculation of one ratio, or multiple ratios, would automatically give the important data into the company’s health. Using one or multiple ratios might give misleading information, but if combined with other data such as management, economic, or alternative circumstances such as recessions, inventory shortages, pandemics or geopolitics. they profitability ratio analysis would tell us a lot about the company and their operations.
Further limitations are the data is historic, its collected and released information by the company, it may not give a fair representation of their future profitability and performance. Ratios should only be used to measure against businesses of similar size and same industry.
Ratio Analysis
Table of ratio results for years 19-21

The figures used to generate these ratios can be found in appendix 1 in the financial model.


	
	2021
	2020
	2019

	Ratios
	 
	 
	 

	Gross profit Margin %
	31.76
	18.64
	30.42

	Operating Profit %
	4.80
	-38.37
	1.67

	Net Profit %
	-13.90
	-83.09
	-2.30

	Return on Assets
	-4.63
	-38.30
	-1.91

	Return on Shareholder Equity
	-10.26
	-207.72
	-13.19

	Current Ratio
	1.84
	0.84
	0.81

	Quick Ratio
	1.32
	0.66
	0.61

	Days Sales Outstanding 
	42.62
	78.28
	57.00

	Inventory Turns
	2.44
	4.75
	6.73

	Days Payable Outstanding
	254.49
	356.72
	263.92

	Debt / Equity Ratio
	67.02
	243.61
	301.71

	Interest Coverage 
	 
	-11.54
	253.24

	EPS
	-6.3790
	-72.1379
	-3.8328

	Dividend per Share
	 
	 
	 

	Dividend
	 
	 
	 

	Market Share Price
	 
	 
	 


(Figure 1)

A limitation of these ratios is year 2021 is based on the first 3 quarters, year 2019-2020 are full yearly figures, 2018 inventories figure were added to give a clearly average figure in inventory turns.
The ratios for years 2019 to 2021 show that McLaren had drastically poor performance for the year 2020, but 2019 was not a finically sound year either. McLaren’s Gross profit margin was lower in 2020 than 2019 indicating that they are not as profitable year on year based on these financial reports. Having a lower gross profit margin isn’t necessarily a negative for a supercar company that have high production costs. Furthermore, profitability can be increased by increasing the price of their products and/or purchasing their inventory cheaper by either changing suppliers or materials. 
Looking deeper into the rest of the profitability ratios highlights bigger warning signs, as they were predominantly negative for the years 2019 - 2020 with the exception of the gross profit margin, this is highlighted in figure 1.  Their operating costs were higher than their achieved sales, which has affected the profit margin. Having higher production costs than revenue indicates McLaren were spending more than they were making. Coupled with a negative return on assets it suggests McLaren would not be able to make use of their assets to increase income. 
To compound the negative findings with the profitability ratios, applying the liquidity ratios at this stage cements the poor financial health of McLaren, their trend for cash and cash equivalents were low in 2019 with a further decrease in 2020 with a ratio of less than 1 (0.8 and 0.6) year on year. However, a significant increase in 2021 to 1.84 for their current ratio, it would suggest they could satisfy their current obligations. 
Negative earnings per share was at its highest in 2020, compared to pre and post pandemic years, but across the full 3 years they are negative, this is indicative to McLaren making a loss, so this negative number should not be a surprise to investors or management.
Inventory turns are lowest in year 2021, as outlined earlier these figures are obscured by not incorporating the final quarter, however year 2019 inventory ratio was much higher at over 6 turns a year. 
For the 3 years their days sales ratio is consistent and are low ranging from 45 to 78.28 days meaning they obtain their debts well, this peaked in 2020, however they stated in their report that they had extended the payment dates for their debtors.
This report is limited to what shareholders ratios can be applied, for the years chosen dividends have not been issued and McLaren are not a public company so have flexibility with what figures they release so unfortunately only earnings per share has been included in this report.
Summary of Findings 

McLaren’s had financial problems starting before covid-19 in year 2019, they have debt refinanced the group through loans and selling all of McLaren applied, and part of McLaren racing, starting at 15% percent but rising up to 32% by the end of July 2022 (‌Mitchell, 2022). They appear to be focusing on the core business and selling off the transformational business model areas in McLaren applied. On the surface the profitability ratios analysis from year 2021 show positive improvement, however this could be clouded by the restructuring of their business model, while this is good for the short term and is probably going to be key to their immediate survival, consideration must be given to their future business models. 
Debt- equity ratio has lowered significantly in year 2021 to 70% compared to the average of 270% for 2019-2020 suggesting McLaren have refinanced their business and appear to have less debt, however this is due to restructuring their finance and business model.  If their debt-to-equity ratio was too high, it’s a warning McLaren are in financial worry and unable to pay their debtors. If it’s too low, it’s a sign they are over-relying on their equity to finance the business. This could become inefficient and costly (Gallo, 2015).  
Year 2021, McLaren have improved drastically, raising their gross profit margin to above 2019s figures and achieving a positive operating profit. The other profitability ratios have improved but are still in the minus. Using the liquidity current and quick ratio at this point show positive growth by increasing to 1.84 and 1.32.

Other impacts to McLaren

Fridson, Alvarez and Netlibrary, (2002) discuss the importance of being sceptical of reported figures in statements, and to also look at mitigating circumstances of qualitative considerations.  McLaren in year 2020 planned to reduce their stock of cars produced to make them more exclusive this could be manifesting itself in the inventory turns ratio and should be considered that McLaren wanted to sell less in 2020-2021 to increase revenue through generating supply and demand for their stock. Shareholders injected roughly £300 million in the way of preference shares into the business in early 2020, covering the costs as McLaren scaled down operations when the covid-19 crisis began, this funding was used to stay operational. McLaren had to increase short term liquidity, and secured this by entering into a loan with National Bank of Bahrain for £150m which the shareholders supported (McLaren annual report 2020). 
The first three months of 2019, they sold nearly 1000 super cars but this dropped to just under a third for the same time period the following year due to dealerships closing. This meant McLaren's revenue fell sharply‌ (Sylt, 2020). 
As outlined in limitations of ratios, it’s important to consider external factors of why a business might be struggling. Covid-19 had impacted the majority of businesses globally in 2020.  Manufacturing sectors had succumbed to a grinding halt.

[image: ]

(Deloitte, 2020)

Covid-19 had affected liquidity, profitability, credit, workforce and supply chains and in the longer term changed business models, forced companies to restructure and apply for support from governments, Furthermore, the effects on assets affected by Covid-19 were inventories relating to the forced lockdowns and weaker demand from customers. Trade receivables could require much higher provisions owning to the increased risk because of the potential higher unemployment rates and the downturn of the economy, this was highlighted by Deloitte (2020). However, McLaren was facing a financial crisis and on verge of bankruptcy under the background of the COVID-19 pandemic. Zhang, (2022) states how McLaren changed its current market disadvantage by increasing their sales. A strength of their brand is their price compared to their peers Lamborghini and Ferrari. A weakness is quality and product issues such as Depreciation curve of new McLaren’s cars, flooding the market, removing CEO Ron Dennis after nearly 40 years and perceived failure in their electronic systems (Richter, 2020). McLaren needed to increase revenue by reducing prices coupled with product quality improvement. 

Conclusion
This case study looked through the financial statements of McLarens and applied gearing Ratios to analysis their financial health, they were a useful tool to analysis the health of the business but have only acted as part of this evaluation. If this report just looked at the statements and ratios it would not be advisable to contemplate going into partnership with McLaren, however, intangible assets like brand, good will should also be considered, once McLaren’s brand was highly regarded as a supercar among other top brands but recent years have left McLaren with significant underlining challenges to overcome. They have taken on large debt and have had negative public image through increased complaints and nearing bankruptcy, it could be argued that covid-19 striking in 2020 had actually benefited McLaren and kept the “wolf from the door”. McLaren have to rebuild their reputation while managing their new debt in the form of loans and senior secured notes due at the end of July 2022. McLaren might need to raise further capital to steer the ship from year 2022 into 2023. It is clear that McLaren group have restructured their business to help navigate through Covid-19 and potentially used these gearing ratios themselves to look at which parts of their business needed either improvement, refinancing or selling. A limitation of this report is 2021 figures are only representative of the first three quarters of the year. McLarens strength is their current price point for the supercar industry, they are priced attractively but by limiting production of their cars, either from want of creating a shortage to increase revenue, or from limitations of getting components and materials, highlighting the risk under the current financial and economic climate.  
Recommendation
From the information gathered and analysed in this report the recommendations would be to not partner with McLaren as they would be deemed a risk at this time, further analysis would be beneficial against other industry leaders by generating financial reports using Ferrari, Lamborghini and Aston martin as a comparison against McLaren, and update this report with the soon to be released audited figures supplied by McLaren. Once completed the information can be reassessed and an updated decision can be made.
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Appendix 
Appendix 1 financial model used to generate ratios
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Appendix 2 Ratio equations 
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Appendix 3: Statements Years 2019-2020
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Appendix 4 statements for Year 2021
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Profitability Ratios

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

Operating Profit Margi (Operating profit / Sales) x 100

Net Profit Margin = (Net Income / sales) x 100
Return on Assets = (Netincome / Assets) x 100

Return on Equity = (Netincome / Shareholder equity) x 100

Activity Ratios

Days sales Outstanding = Debtors / Average Revenue Per Day.

Inventory Turns = Costs of Goods Sold / Average Inventory

Days Payable Outstanding = Current Liabilties / Average COGS per day

Leverage Ratios

Debt / Equity Rati

(Long Term Debt + Stockholders Equity) x 100
Interest Coverage = (EBITDA / Interest) x 100
Liquidity Ratios

Current Ratio = Current Assts / Currrt Liablties

Quick Ratt (Current Assets ~ Stock) / Current Liabilties
Investor Ratios

Earnings Per Ordinary Share = Net Income /No of Shares

ividend Cover=  (Earnings per share / Dividend per Share) x 100
Price per Eamings Ratio=  Market Value per Share / Earnings per share

Dividend Yield Ratio = (Dividend per Share / Earnings per share) x 100
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Consolidated profit and loss account

for the year ended 31 December 2020 Note 2020 2019
£000 £000
Tumover 5 771,660 1,485,785
Costof Sales (627,847) (1,033817)
Gross Profit 143,813 451,968
Administrative expenses (245,710) (@76.000)
Other operating income 51,821 28,606
Operating (loss)iprofit before interest in joint venture, (50,076) 204,484
impairment, depreciation and amortisation
Share of loss from Joint Venture (886) -
Impairment of assets (12,762) -
Depreciation (29,635) (27,527)
Amortisation (202,724) (152,098)
Operating (loss)profit 6 (296,083) 24859
Interest receivable and 8 14812 17,811
Interest payable and si 8 (425,600) (71.827)
Gain on sale of share in subsidiary 9 21,070 -
Loss before taxation (685,801) (20,157)
Taxonloss 10 44,639 (4,955)
Loss for the financial year (641,162) (34.112)

McLaren Group Limited
Annual report and consolidated financial statements
31 December 2020

Allitems dealt with in arriving at the loss before taxation relate to continuing operations.

The Company has elected to take the exemption under section 408 of the Companies Act 2006 to not
present the Company profit and loss account. The loss for the year is presented in the Company balance

sheet on page 38.

‘The notes on pages 42 to 83 form an integral part of these consolidated financial statements.
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McLaren Group Limited
Annual report and consolidated financial statements
31 December 2020

Consolidated statement of comprehensive income

for the year ended 31 December 2020 2020
Note £000
Loss for the financial year (641,162)
Other comprehensive (expense)/income:
Deferred tax (charge)/credit on revaluation reserve 10 (930)
Cash flow hedges:
- Change in value of hedging instrument (3.612)
- Reclassifications to profit and loss 13,583
Loss on foreign currency translation reserve (6.277)
Total comprehensive expense for the year (638,398)

‘The notes on pages 42 to 83 form an integral part of these consolidated financial statements.
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£000
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