Finance Management & Planning

Financial Ratios — Continued
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This Week

» Recap of Last week

» Profitability Ratios - continued
» Liquidity Ratios
» Activity Ratios

« This Week
» Leverage Ratios



Financial Ratios

Statistical Information within your business
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The Financial Statements ML

Financial statements measure the financial health of the organisation:

FINANCIAL STATEMENTS

@ 2)

BALANCE SHEET

3

CASHFLOW STATEMENT

'

FINANCIAL HEALTH

WHAT A COMPANY
OWES AND OWNS

CASH MANAGEMENT

CASH INFLOW AND
CASH OUTFLOW

FINANCIAL PERFORMANCE

EARNINGS THROUGH A
PERIOD OF TIME




Financial Ratio Classifications NN L

 Grouped into categories relating to a particular aspect of
financial performance or position.

— Profitability

— Efficiency

— Liquidity

— Financial Gearing

— Investment (of more interest to external stakeholders)

Atrill & McLaney chapter: 6
— Analysing and interpreting financial statements

Ratios - setting the scene 5



Financial Ratios W\II

Gross Profit Gross Profit Net Profit _ Net Income < 100
Margin = = %100 Margin Sales

Operating Operating Profit 00 Returnon _ Net Income % 100
Profit Margin = Sales 1 Assets Assets

Net Income

Return on Equity = Shareholder’s Equity




Financial Ratios

Current Assets

Current Ratio e
Current Liabilities

Quick Ratios (or Acid Test Ratio) = Current Assets Less Stock
Current Liabilities

Cash and Cash Equivalents

Cash Ratio = m——
Current Liabilities
Consider :-
Current Ratio — Low Test Level
Quick Ratio — Medium Test Level

Cash Ratio — High Test Level



Financial Ratios

Days Sales Outstanding (DSO) Trade and other receivables

Average Revenue per Day

Cost of Goods Sold

Inventory Turnover =
Average Inventory / Stock

Days Payable Outstanding ( DPO) Trade and other payables

Average COGS per day

Annual Revenue
365

Wh Annual COGS
ore Average COGS per Day 365

Where  Average Revenue per Day =




B2 weeks to 52 -.n-a.-q.-:r-. ta

27 March 23 March

° 14 ° 2021 2020
Financial Ratios i
Rewvenue 3 2,343.9 2,533

Coat of sales [681.4) 1927.4)

Gross profit 1,662.5 1,705.5

Met operating expanses ) (1,141.4) i1,5164,8]

52141 188.7

Calculate the Activity operstingerot

Az at As at
27 March 28 March
2031 2020
Hot Em Em
ASSETS
Mon=current assets
Intangible assets 12 237.0 2470
Property, plant and equipment 13 280.4 2549
Right-of-use assets 14 Bi8.1 B34.0
Investrment properties 2.4 2.5
Deferred tax assets 15 1371 171.5
Trade and other receivables & 45.0 537
1,520.0 1,603.4
Current assets
Inventories 7 402.1 450.5
Trade and other receivables & 276.9 2821
Drerivative financial assets 18 22 &.7
Incame tax receivables i 50.4
Cash and cash equivalents 12 1,261.3 228.9
1,982 1,688,4
Total assets 3,502.2 3,292,2
LIABILITIES
Mon=current liabilities
Trade and other payables 20 [90.4) (102.3)
Lease liabilities 21 [B09.6) (%10,0)
Borrawings 4 1297;‘” [300,0)
Deferred tax liabilities 15 (0.8) 10.1)
Retirerment benefit obligations (1.0} (1.9
Provisiens for other liabilities and charges 22 {31.8) [2B.8]
11,239.7) [1,342,9)
Current liabilities
Trade and cther payables 0 [392.9) [447.5)
Bank overdrafts 23 (45.4) 141.48]
Lease labilities 21 (210.0) [HE5]
Derivative financial liabilities 12 [2.8) (4.8)
Income tax liakilities (27.9) (7.9)
Provisions for other liabilities and charges 22 24.0)
(702.8)
Total liabilities {1,942.5)
Met assets 1,559.7

Days Sales Outstanding (DSO)

Inventory Turnover

Days Payable Outstanding ( DPO)

Trade and other receivables

Average Revenue per Day

Cost of Goods Sold

Average Inventory / Stock

Trade and other payables

Average COGS per day



Financial Ratios

NN

Burberry Financial Ratios

2021 2020
Revenue 2,343.90 | 2,633.10
Cost of Sales 681.40 927.60
Gross Profit 1,662.50 | 1,705.50
Operating Profit 521.10 188.70
Profit for the Year 375.90 121.60
Total Assets 3,502.20 | 3,292.20
Total Shareholder Equity 1,559.70 | 1,218.80
Current Assets 1,982.20 | 1,688.60
Current Liabilities 702.80 | 730.50
Inventories / Stock 402.10 450.50
Trade and other Receivables | 321.90 305.80
Trade and other Payables 492.30 | 549.80
Cash And Cash Equivalents 1,263.50 | 935.60
Gross Profit % 71% 65%
Operating Profit % 22% 7%
Net Profit Margin % 16% 5%
Return on Assets 11% 4%
Return on Equity 24% 10%
Current Ratio 2.82 2.31
Liquid Ratio 2.25 1.69
Cash Ratio ( With) 1.80 1.28
Cash Ratio ( Without) 1.79 1.27
DSO 50.13 42.39
DPO 263.71 | 216.34
Stock Turns per year 1.60 2.06

Go into Groups and review the information so far
and consider the following questions ?

* Business Health improving or weakening ?

« Business Performance improvement or weakening ?

 What is helping you make that decision ?

* What don’t we understand ? So what information
would help us ?

10



Liquidity

They
measure the
firm's abity

to meet
current
obligations.

firm’s assets.

Leverage
Ratios

These ratios
show the
proportion of
debtand
equiy in
financing the

They reflect
the fem's
effency n
utiizing the

Jesels.

Profitabili

Ratios

These ratios
medsure
overall
performance
&
effectiveness
of the fem,

11



GEARING NN

Definition:
Gearing (otherwise known as "leverage") measures the

proportion of assets invested in a business that are
financed by borrowing.

« The higher the gearing, the higher the dependence on
borrowings and long term financing.

« The lower the gearing ratio, the higher the
dependence on equity financing.

- Traditionally, the higher the level of gearing, the higher
the level of financial risk due to the increased volatility
of profits.

Financial Management 12

12



Managing Gearing M/\]I

Financial managers face a difficult dilemma. Most
businesses require long term debt in order to finance
growth, as equity financing is rarely sufficient.

On the other hand, the introduction of debt and gearing
Increases financial risk. But the company dependant on
equity financing alone may be unable to sustain growth.

The question is how much debt can a company take on
before the benefits of growth are overtaken by the
disadvantages of financial risk?

Financial Management 13

13



Borrow or not? W

Some companies borrow heavily, for example to
make an acquisition, or else to invest in developing a
fast-growing part of their businesses. If this pays off, it
may increase a company's turnover and profits more
rapidly than if it had not borrowed any money. This in
turn should bolster its market value.

That's the theory............ but it carries risk!!

Financial Management 14

14



Pros and Cons of Leverage

NN

Pros

It provides the potential to increase
the value of any of your own money
that you invested in your business.

It increases the liquidity of the
business, which can be used to buy
new equipment/assets that can
increase operational efficiency.

It allows the business to raise cash
without giving equity to anybody or
diluting ownership of the company.

Cons

If the value of the investment made
with financing fails to rise above the
cost of financing, it can lead to
business losses.

If the value of an asset purchased
with the loan falls, it could become
worth less than the loan (meaning
you'd be stuck with debt even if you
sold the asset).

If payments are not made, any assets
used as collateral may be seized by
the bank.

Financial Management

What Does Leverage Mean in Business? | Lantern by SoFi (lanterncredit.com)

15

15


https://lanterncredit.com/small-business/what-is-leverage-in-business

Financial Ratios

Gearing Ratio

Debt / Equity Ratio

Long Term Debt / Equity Ratio

Interest Coverage

Non Current Liabilities

Equity Plus Non Current Liabilities

Total Liabilities

Stockholders Equity

Long Term Debt

Stockholders Equity

Operating Profit

Interest Charge

100%

100%

100%

100%

16



Financial Ratios

Gearing Ratio

Non Current Liabilities

100%

Equity Plus Non Current Liabilities

Balance Sheet

Year 2017
Fixed Assets 100,000

Stock 20,000

Cash and Cash Equivalents 20,000
Debtors 30,000

Other Current Assets 5,000
Current Assets 75,000
Total Assets 175,000
Creditors 50,000

Accurals 10,000

Current Liabilities

Long Term Liabilities

Total Liabilities 110,000
Net Assets 65,000
Ordinary Shares 60,000

Retained Earnings

Shareholders Equity

65,000

Gearing Ratio =_20:000
115,000
Gearing Ratio = 43.5%

So what does this mean ?

17



Borrow or not? M/\II

Good and Bad Gearing Ratios

An optimal gearing ratio is primarily determined by the individual company
relative to other companies within the same industry. However, here are a
few basic guidelines for good and bad gearing ratios:

A gearing ratio higher than 50% is typically considered highly levered or
geared. As a result, the company would be at greater financial risk, because
during times of lower profits and higher interest rates, the company would
be more susceptible to loan default and bankruptcy.

*A gearing ratio lower than 25% is typically considered low-risk by both
investors and lenders.

A gearing ratio between 25% and 50% is typically considered optimal
or normal for well-established companies.

Financial Management 18
https://www.investopedia.com/ask/answers/121814/what-good-gearing-ratio.asp


https://www.investopedia.com/terms/l/lender.asp

Financial Ratios

Debt / Equity Ratio

Balance Sheet
Year 2017
Fixed Assets 100,000
Stock 20,000
Cash and Cash Equivalents 20,000
Debtors 30,000
Other Current Assets 5,000
Current Assets 75,000
Total Assets 175,000
Creditors 50,000
Accurals 10,000
Current Liabilities 60,000
Long Term Liabilities 50,000 |
Total Liabilities 110,000
Net Assets 65,000
Ordinary Shares 60,000

Retained Earnings Aaca
Shareholders Equity 65,000

Total Liabilities X  100%
Stockholders Equity
Debt / Equity Ratio 219,000
qaurty 65,000
D/ERatio = 169.2% or 1.69 times

So what does this mean ?

19



Financial Ratios

Long Term Debt / Equity Ratio

Balance Sheet

Long Term Debt

Year 2017
Fixed Assets 100,000

Stock 20,000

Cash and Cash Equivalents 20,000
Debtors 30,000

Other Current Assets 5,000
Current Assets 75,000
Total Assets 175,000

Creditors 50,000

Accurals 10,000

Current Liabilities

Long Term Liabilities

Total Liabilities

Net Assets

Ordinary Shares

Retained Earnings

Shareholders Equity

Stockholders Equity

LT Debt / Equity Ratio =

LT D/ERatio = 76.9%

X 100%

50,000

65,000

or 0.76 Times

So what does this mean ?

20



Financial Ratios

Interest Coverage

Operating Profit

Year 2017

Revenue 100,000
COGS 80000
Gross Profit 20000
Gross Margin % 20.0%
SG&A 10000
Operating Profit 10000
Operating Profit % 10.0%
Interest 3000
Tax 2000
Net Income 5,000
Net Profit % 5.0%

Interest Charge

x 100%
10,000
Interest Coverage =———
3,000
Interest Coverage = 333.3%

So what does this mean ?

21



Financial Ratios

NN

Year 2017 2018 2019 2020
Revenue 100,000 | 150,000 | 165,000 | 180,000
COGS 80000 | 110000 | 120000 | 128000
Gross Profit 20000 40000 45000 52000
Gross Margin % 20.0% 26.7% 27.3% 28.9%
SG&A 10000 15000 25000 25000
Operating Profit 10000 25000 20000 27000
Operating Profit % 10.0% 16.7% 12.1% 15.0%
Interest 3000 2800 2500 2500
Tax 2000 7200 5500 8300
Net Income 5,000 15,000 | 12,000 16,200
Net Profit % 5.0% 10.0% 7.3% 9.0%
Balance Sheet
Year 2017 2018 2019 2020
Fixed Assets 100,000 | 90,000 | 80,000 70,000
Stock 20,000 | 30,000 | 50,000 60,000
Cash and Cash Equivalents 20,000 | 15,000 10,000 8,200
Debtors 30,000 | 25,000 | 20,000 30,000
Other Current Assets 5,000 10,000 10,000 10,000
Current Assets 75,000 | 80,000 90,000 | 108,200
Total Assets 175,000 | 170,000 | 170,000 | 178,200
Creditors 50,000 | 35,000 | 33,000 33,000
Accurals 10,000 | 10,000 5,000 2,000
Current Liabilities 60,000 | 45,000 | 38,000 35,000
Long Term Liabilities 50,000 | 45,000 | 40,000 35,000
Total Liabilities 110,000 | 90,000 | 78,000 70,000
Net Assets 65,000 | 80,000 | 92,000 | 108,200
Ordinary Shares 60,000 | 60,000 60,000 60,000
Retained Earnings 5,000 20,000 32,000 48,200
Shareholders Equity 65,000 | 80,000 | 92,000 | 108,200

Calculate the below ratio for 2018,2019 & 2020.

Gearing Ratio

Debt / Equity Ratio

LT Debt / Equity Ratio

Interest Coverage

Non Current Liabilities

Equity Plus Non Current Liabilities

Total Liabilities

Stockholders Equity

Long Term Debt

Stockholders Equity

Operating Profit

Interest Charge

x 100%

x 100%

x 100%

x 100%

22



Financial Ratios

Ratios Calculated

Year 2017 2018 2019 2020
Revenue 100,000 | 150,000 | 165,000 | 180,000
Gross Margin % 20.0% 26.7% 27.3% 28.9%
Operating Profit % 10.0% 16.7% 12.1% 15.0%
Net Profit % 5.0% 10.0% 7.3% 9.0%
Return on Assets 2.9% 8.8% 7.1% 9.1%
Return on Shareholder Equity | 7.7% 18.8% 13.0% 15.0%
Current Ratio 1.25 1.78 2.37 3.09
Quick Ratio 0.92 1.11 1.05 1.38
Cash Ratio 0.33 0.33 0.26 0.23
Days Sales Outstanding 109.50 60.83 44.24 60.83
Inventory Turns " 200 [ 440 3.00 2.33
Days Payable Outstanding 228.13 | 116.14 | 100.38 94.10
Gearing Ratio 43.5% 36.0% 30.3% 24.4%
Debt / Equity Ratio 169.2% | 112.5% | 84.8% 64.7%
LT Debt / Equity Ratio 76.9% 56.3% 43.5% 32.3%
Interest Coverage 333% 893% 800% 1080%

23



Financial Ratios

NN

Burberry Financial Ratios

2021 2020
Revenue 2,343.90 | 2,633.10
Cost of Sales 681.40 927.60
Gross Profit 1,662.50 | 1,705.50
Operating Profit 521.10 188.70
Profit for the Year 375.90 121.60
Total Assets 3,502.20 | 3,292.20
Total Shareholder Equity 1,559.70 | 1,218.80
Current Assets 1,982.20 | 1,688.60
Current Liabilities 702.80 730.50
Inventories / Stock 402.10 450.50
Trade and other Receivables | 321.90 305.80
Trade and other Payables 492.30 | 549.80
Cash And Cash Equivalents 1,263.50 | 935.60
Gross Profit % 71% 65%
Operating Profit % 22% 7%
Net Profit Margin % 16% 5%
Return on Assets 11% 4%
Return on Equity 24% 10%
Current Ratio 2.82 231
Liquid Ratio 2.25 1.69
Cash Ratio ( With) 1.80 1.28
Cash Ratio ( Without) 1.79 1.27
DSO 50.13 42.39
DPO 263.71 216.34
Stock Turns peryear 1.60 2.06

Update Burberry for the following Leverage

Ratios

Gearing ratio

Interest Coverage Ratio

Use Finance Expenses for Interest for this
example from the Income Statement.

24



Financial Ratios

Next Week

Investor Ratio’s
Annual Report Review
Assignment Review

25



