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THE BUSINESSMAN CAN USE HIS ACCOUNTS TO:


CONTROL	-	the current performance



PLAN              -	for improved performance in the future




THE TOOLS OF ANALYSIS TAKE THE FORM OF




RATIOS AND COMPARISONS














CATEGORY OF RATIO



· PROFITABILITY (P)


· EFFICIENCY (E)


· LIQUIDITY (L)


· GEARING (G)


· INVESTMENT (I)



SOME OF THE MAIN FINANCIAL ACCOUNTING 

RATIOS


· Return on Capital Employed Percentage (P)

· Gross Profit Percentage (P)

· Net Profit Percentage (P)

· Capital Employed Turnover (E)

· Working Capital Turnover (E)

· Fixed asset turnover or productivity (E)

· Stock Turnover (E)

· Debtor Collection Period (E)

· Creditor Collection Period (E)

· Current Ratio (L)

· Quick Ratio or Liquidity Ratio (L)

· Earnings Per Share (I)

· Dividend Cover (I)

· Dividend Yield (I)

· Interest Cover (I)

· Return on Equity (i)

· Price/ Earnings ( P/E ) (i)

· Gearing ( G) 














KEY USERS & TYPE OF RATIO


· Shareholder
		Profitability, Efficiency, Gearing, Investment, Liquidity


· Government (eg Inland Revenue) 
		Profitability, Liquidity


· Management
		Profitability, Efficiency, Liquidity, Gearing, Investment


· Customers
		Liquidity, Profitability


· Suppliers
		Liquidity


· Lenders
		Liquidity, Gearing, Profitability


· Employees
		Profitability, Efficiency, Liquidity, Investment



ANALYSIS & INTERPRETATION OF ACCOUNTS

 (SOME KEY RATIOS)

PROFITABILTY

(P)	Return on Capital Employed	  =	 Profit before interest and tax  x 100%
						Capital Employed

          ( Profit before interest and tax is also called operating  profit )

       (Capital Employed = Ordinary Shares + Reserves + Long term Liabilities )  
 
(P)	% Net Profit       =		Profit before interest and tax	  x	100%
       ( Operating profit % )	   		    Sales

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

	(NB Gross Profit = Sales – Cost of Sales)

(P)      % Return on Assets   =                   Profit before Interest and Tax.    x     100%
                                                   Fixed assets + Current  assets – Current liabilities

(P)      % Return on Net Assets    =          Profit before Interest and Tax      x     100%
                              Fixed Assets + Current Assets – Current Liabilities – LT.Liabilities               

EFFICIENCY

(E)	Capital  Employed Productivity.    =   	                  Sales	        	              						        Capital Employed

(E)       Working Capital Turnover.  =   Sales         or            Sales 
                                                     Working Capital     Current  Assets – Current Liabs

(E)	Non Current Asset  Productivity        =	      Sales                      
		          					           Non Current Assets

(E)	Net Asset  Productivity         =                                   Sales 
Non Current Assets + Current Assets – Current Liabilities

(E)	Stock Turnover or in days.	=		Cost of Sales      or         Stock                x 365
						                Stock		Cost of Sales

(E)	Debtor Collection Period     =		                          Debtor		x 	365 days
	( Receivables )					Sales (credit)

(E)	Creditor Payment Period    =		               Creditors (Trade)	     x	365 days
	( Payables )					Cost of Raw Materials





LIQUIDITY

(L)	Current Ratio	     =			Current Assets
						Current Liabilities

(L)	Quick Ratio or Acid Test         =          Current Assets – Stock
						Current Liabilities

INVESTMENT

(I)	Earnings per share	=		 Profit after interest and Tax
						Number of Ordinary Shares Issued

(I)	Dividend Cover     =			Profit after interest and Tax
						Dividend Paid

(I)         Dividend Yield    =                             Dividend per share            X 100%
                                                                      Market value per share 


(I)	Interest Cover	  =			Profit Before Interest and Tax
						Interest on Long Term Borrowings


(I)        Return on Equity    =                           Profit after interest and tax.    X   100%
                                                                       Ordinary shares + reserves

(I)        Price / Earnings ( P/E )    =                 Current Share Market Price
                                                                           Earnings per Share



GEARING

(G)	Gearing              =				Long Term Borrowings	x 100%
						Long Term Borrowing’s + Shareholders Funds




		 






A SIMPLE GUIDE TO “ACCOUNTING RATIO’S


RETURN ON CAPITAL EMPLOYED

Measures the return you achieve on the money that you have invested in a business.


GROSS PROFIT RATIO

Establishes the trading profitability.


MARK-UP RATIO 

Measures the amount of profit added to costs to arrive at selling price.


NET PROFIT RATIO

Compares net profit with sales revenue.


CURRENT ASSET RATIO

Gives an indication of the ability of a business to pay its short term debts without having to resort to selling off its fixed assets, i.e. ability to pay debts WHEN DUE (solvency).


LIQUID (OR QUICK RATIO) [THE “ACID TEST”]

A measure of the “real” liquidity.  Releasing stock (i.e. selling stock) could be difficult.  Therefore, eliminate it from the calculation.  We must reply on debtors and bank/cash to meet demands from our short-term creditors.


STOCK TURNOVER 

The speed with which the business sells (turns over) its stock.  The higher the better!!


FIXED ASSET PRODUCTIVITY 

Investment in fixed asset ought to generate sales.  The trend should show improvement!

WORKING CAPITAL TURNOVER .

Shows how much working capital is being used to generate a certain amount of sales.


 DEBTOR ( RECEIVABLES ) COLLECTION PERIOD 

The business has to finance its operation activities – slowness to turn debtors into cash could lead to short-term liquidity problems.

Tight control over debtors is paramount.


 CREDITOR PAYMENT ( PAYABLES ) PERIOD 

An upward trend suggests some difficulty in raising cash to pay creditors.


DIVIDEND YIELD

Rate of return on an investor achieves by purchasing the shares at “current market value” on the basis of the “declared dividend rate”.


DIVIDEND COVER 

The number of times the company could pay its dividend.


EARNINGS PER SHARE

Measure the amount finally available for ordinary shareholders.  It “could” be distributed, but usually a firm will have a “retained earnings” policy and so only a proportion will be distributed as “dividend”.


GEARING RATIO 

The proportion of preference share capital and long-term loans to shareholders.

RETURN ON EQUITY.

Measures the return on shareholders funds. ( ie. Shares + Reserves )






PRICE/ EARNINGS  RATIO (P/E)

This ratio relates the market value of a share to the earnings per share. It is a measure of market confidence in the future earning power of the business and  consequently, the more investors are prepared to pay in relation to the earnings stream of the business.
P/E ratios provide a useful guide to market confidence concerning the future and they can therefore be helpful when comparing different businesses.

INTERPRETING ACCOUNTS – SOME QUESTIONS TO ANSWER


A.	MARKET FOR COMPANY’S PRODUCTS

· Expansion or contraction?
· Has company coped with changing (if any) conditions?
· What will market be liked in future (say 5) years?
· Affected by general demographic, economic, political, social factors?

B	SALES AND PROFITS 

· Increased/Decreased – Period of time?
· Why?  Internal/external (eg acquisition) expansion?
· Is company pursuing growth or stagnating?

C	CAPITAL INVESTMENT 

· What has been/is taking place?
· Planned?
· How is it/will it be financed?
· Any retained reserves available?

D 	MANAGEMENT 

· Senior Managers near retirement or young blood?
· Ambitious or “follow the leader”?
· Is company’s liquid position secure?
· Public image of company?

E	EMPLOYEE & INDUSTRIAL RELATIONS 
	
· Stable work force?
· Any industrial disputes?
· Attitudes and relationship with Trade Unions?
· Output per employee – better/worse	]
]	Compare with outside?
· Profit per employee – better/worse	]

F	GENERALLY 

· Are you confident about its future from the information you have found?
· Is the business likely to survive 	-	Long Term?
-	Short Term?



RATIO CLASSIFICATION AND USERS


Ratios are usually classified according to the particular aspect of the business which they seek to address.  The major classifications include the following:



PROFITABILITY

These ratios relate to other aspects to try to assess the effectiveness of the business in achieving managerial policy.


LIQUIDITY

These seek to assess the ability of the business to meet its short term financial obligations.


GEARING 

These ratios look at the long term financing structure of the business and provide some indications of the level of risk inherent in that structure.

Liquidity and gearing ratios are sometimes said to give an indication of the financial stability of a business.

EFFICIENCY

These ratios examine the ways in which various resources of the business are managed.

INVESTMENT

There are various ratios available that are designed to help investors assess the returns on their investment.

One of the reasons for classifying ratios in this way is to gather together those ratios which might be of particular interest to particular users of the final accounts.  It might be useful at this point to identify the users and look at which group of groups of ratios will most interest each of them.




	
User
	
Class of Ratio
	
Reason

	
User
(Shareholders)
	Profitability
Efficiency
Gearing
Investment
Liquidity
	Shareholders will be particularly interested in what profits have been made and what prior calls there may be on these profits before shareholders can participate.  They will also be interested in how effectively management have used the resources at their command.

	Government
(Inland Revenue)
	Profitability
Liquidity
	The Inland Revenue will be interested in profits and how they are earned.

	Management
	Profitability
Efficiency
Liquidity
Gearing
Investment
	Management should be interested in every facet of the business.  They have a responsibility for the overall financial position and performance of the business.


	Customers
	Liquidity
Profitability
	Customers will tend to be interested in the ability of the business to survive in the short-term and to continue to supply. Reducing prices on goods sold.

	Suppliers
	Liquidity
	Suppliers will also often be most interested in the ability of the business to survive in the short-term and to meet its trade credit obligations.

	Lenders
	Liquidity
Gearing
Profitability
	Short-term will be particularly concerned with the ability of the business to meet its short-term financial commitments. Long-term borrowers will be interested in the extent to which the business is financed by long-term lenders.

	Employees
	Profitability
Efficiency
Liquidity
Investment
	Employees are suppliers of labour and have similar interests to those of other suppliers. Their more close involvement with the business tends to make them interested in profit as well.



None of the foregoing should be taken to imply that the specified users will be disinterested in aspects other than those mentioned.  All that is being said is that particular users will have particular interest in some ratios more than others.
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LIMITATIONS OF RATIO AND TREND ANALYSIS


Ratio analysis is not foolproof.  There are many problems in trying to identify trends and make comparisons.  Below are just a few.


1.	Information problems:

· The base information is often out of date, so timeliness of information leads to problems of interpretation.

· Historical cost information may not be the most appropriate information for the decision for which the analysis is being undertaken.

· Information in published accounts is generally summarised information and detailed information may be needed.

· Analysis of accounting information only identifies symptoms not causes and thus is of limited use.


2.	Comparison problems:

· Effects of price changes make comparisons difficult unless adjustments are made.

· Impacts of changes in technology on the price of assets, the likely return and the future markets.

· Impacts of a changing environment on the results reflected in the accounting information.

· Potential effects of changes in accounting policies on the reported results.

· Problems associated with establishing a normal base year to compare other years with.











3.	Comparison problems:  inter-firm


· Selection of industry norms and the usefulness of norms based on averages.

· Different firms having different financial and business risk profiles and the impact on analysis.

· Different firms using different accounting policies.

· Impacts of the size of the business and its comparators on risk, structure and returns.

· Impacts of different environments on results e.g. different countries or home-based versus multinational firms.

M.B.A.


FINANCIAL ANALYSIS – FURTHER INFORMATION


Introduction – the need for ratios

The accounts of a business are designed to provide users with information about its financial position and performance.  The bare figures, however, are not particularly useful so analysts calculate certain ratios to establish key relationships within the underlying data.  The comparison of these ratios over time and with other similar businesses or industry averages yields important information about the financial health of the business, and provides vital pointers to areas of possible concern requiring further investigation.

Types of ratios

The commoner ratios used can be divided into four main groups:

Profitability ratios – How profitable is this business?
Liquidity ratios – Is it able to pay its debts?
Efficiency ratios – How quickly is the cash cycle operating?
Investment ratios – How good an investment is this from a shareholder’s point-of-view?

Profitability ratios

Return on Capital Employed (R.O.C.E.) 	=  	Profit	         	    x 	100%
						    Capital Employed	

Relates profit (the return) to the capital employed in generating that profit.  An analogy would be the interest received as a percentage of the funds invested in a savings account.  In general terms, the higher the R.O.C.E. the better, but service industries will generally have a higher R.O.C.E. than manufacturing industries or property companies due to their smaller capital based.  It is important therefore when interpreting R.O.C.E. to compare with the average for the industry in which the business is operating.

The calculation of profit and capital employed used will depend on the purpose for which the ratio is being calculated.  The most usual form is the all inclusive:


R.O.C.E. 	=	      Profit before interest and tax	          	    x	100%
			Shareholders funds plus long term loans





Gross Profit percentage	=	Gross Profit		x	100%
					    Sales


This shows the trading profitability of the business, that is, the excess of the selling price over the buying price or manufacturing cost of the goods sold.  It tends to be highly industry specific, but in general terms the higher the percentage the better, and an improving trend over time is also good news.  The ratio is often inappropriate for service industries.


Net Profit percentage	=	Net Profit		x	100%
				             Sales


This shows the profitability of the business after deducting the operating expenses and finance costs.  It is less meaningful on its own than either R.O.C.E. or the gross profit percentage, but the trend over time is important.


Liquidity ratios


Current Ratio			=	Current Assets
				         Current Liabilities


This is a measure of the theoretical ability of a business to pay its debts as they fall due.  The current assets are the pool of funds available to pay the current liabilities, and provided the average maturity of both are the same, a ratio greater than 1 indicates no problems.  Analysts often regard anything below 1.5 as requiring further investigation.                              


Quick Ratio or Acid Test	=	Current Assets less Stock
					      Current liabilities 


This is a more stringent measure of liquidity, as stocks take much longer to convert to cash than debtors.  Here a ratio of 1 is almost certainly safe, and many companies exist comfortably on a much lower figure, reliant on the goodwill of their creditors and/or bankers.  Analysts use 0.8 as the lowest acceptable quick ratio, but some industries such as supermarkets with few debtors and long creditor payment terms can exist on a quick ratio as low as 0.16 (Sainsbury plc, 1989).





Efficiency Ratios


Stock Turnover in days	=	    Stock           	 	x	365 days
					Cost of Sales  


This is a measure of the average stockholding time in days.  Slow moving stock ties up working capital, and the aim is to get the stockholding time as low as possible.



Stock Turnover		=	Cost of Sales
					     Stock


This is a measure of the number of times stock is turned over in Cost of Sales.  Slow moving stock ties up working capital, and the aim is to get a high a turnover as possible i.e. it signifies efficient management of stock’s in low stockholding.


Debtors  Collection Period      =	Trade Debtors		x	365 days
					       Sales


This is a measure of how quickly a business collects its debtors.  As with stocks, high debtors tie up working capital, and the aim is to convert them to cash as soon as possible.  In general, between 30 and 45 days would be a realistic target, but this will vary between industries.  The figure may also be distorted in seasonal businesses.


Creditors Payment Period	=	Trade Creditors	x	365 days
					  Cost of Sales


This is a measure of how quickly a business pays its creditors.  Delayed payment of creditors releases working capital, but too long a delay may have undesirable effects such as the loss of discounts, loss of supplier goodwill or in extreme circumstances the withdrawal of supplies or bankruptcy of a key supplier.









Working Capital Turnover  =                       Sales                             
                                                 Current Assets  -  Current Liabilities

This shows how effectively working capital  (current assets  -  current liabilities) is generating sales.


Investment Ratio’s

These ratio’s are looking at the business performance from the viewpoint of the shareholder.


Dividend yield		=	Dividend per share	     x	100% 
				         Market value per share


This measures the true rate of income return to the investor.  It must be remembered however that an investor in ordinary shares will be looking for capital growth as well as dividend income.


Dividend cover		=	Profit after Interest and Tax
					Ordinary dividend (paid and proposed)


This shows how much of the company’s available profits have been distributed in the form of ordinary dividends.  It is prudent for a company to retain at least some of its earnings to provide for future investment and hopefully therefore higher future profits, and insufficient dividend cover may prejudice capital growth.


Earnings per share (EPS)	=	Profit after Interest and Tax
					Number of ordinary shares in issue

P/E Ratio                            =         Market Share Price
                                                       E.P.S.

This ratio is based on the theory that a company’s share price is based on a multiple of the company’s anticipated future earnings.  The P/E ratio is thus a measure of investor confidence in that market expectations of rising profits would mean that the current EPS is too low as a measure of future performance, and the P/E ratio will be high as a result of a higher market price for the share based on that expectation.  Conversely, a low P/E ratio is a signal that the market expects future earnings to fall.
The P/E ratio is highly industry specific, and this should be taken into account when interpreting this ratio.




Gearing

When purchasing fixed assets or acquiring another business, a company has a choice as to which source of finance to use to fund the acquisition.  It could borrow money from a bank, hire purchase company or other financial institution, or issue debentures carrying a fixed or floating rate interest.  Such borrowings are referred to as debt.  Alternatively, it could issue new ordinary shares, or fund the acquisition entirely or partly from its own accumulated reserves.  This type of finance is called equity.

Lenders of debt will require a return on their funds in the form of interest.  If the debt is secured by a legal charge over property or other assets, the risk to the lender is minimised and lower rate of return can be accepted than would be the case if the funds were unsecured.  Ordinary (or equity) shareholders bear the greatest risk of all, and the payment of dividends is entirely at the discretion of the directors.  They will therefore demand the highest overall return, and equity funding is thus the costliest source of finance in the long term.

If a company is almost entirely debt financed, this may bring down the overall cost of capital, but there will be a high interest burden which must be paid before any return accrues to the shareholders.  There is also an increased risk when profits are low or falling that the company may be unable to service its borrowings in the future, resulting in bankruptcy.  Thirdly the company may be unable to raise additional debt finance in the future, as there is unlikely to be any further security available.

From the above it can be seen that, from the company’s point-of-view, too much debt is risky whereas too much equity is expensive.  It therefore follows that there should be a mix between debt (or prior charge capital) and equity in the funding structure, 50:50 being regarded as ideal.  Analysts calculate the mix using Gearing ratios.


Long Term Borrowing’s plus Preference Share Capital  x  100%
Total Ordinary Shareholders Funds 



 OR	Long Term Borrowing’s plus Preference Share Capital    x  100% 
           ***Total Capital Employed

Nb. Total Capital Employed = Long term borrowings + Preference share
       capital + Total Ordinary Shareholders Funds.
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Microsoft_Excel_97-2003_Worksheet1.xls
Sheet1

		RATIOS				A		B		C

		Net profit %

		(Net profit before tax/Turnover) * 100%				4.96		25.34		28.49

		( ie Operating Profit )

		Current ratio

		Current assets / current liabilities				0.38		1.72		1.24

		Quick ratio (Acid Test)

		Current Assets LESS stock

		Current liabilities				0.17		1.62		0.99

		Debtor days				5.01		27.50		109.00

		(Debtors/Sales) * 365

		% Return on Capital Employed

		(NP ( before tax)/Shareholders funds) * 100%				19.44		23.57		57.50

		( ie Operating Profit )

		L.T.Loans + Shareholders Funds.

		% Return on  Assets - Current Liabs

		(NP (before tax)/net assets) * 100%				14.62		20.79		41.19

		( ie Operating Profit )

		Fixed asstes + Current assets - Current Liabs.

		Fixed Asset Productivity.

		Sales / Fixed Assets				2.21		1.15		1.75

		Assets less Current Liabs.Productivity.

		Sales / Fixed Asset + Current asset - Current liab.				2.95		0.82		1.45

		Return on Equity.

		Profit before Interest and Tax				19.45		23.57		57.52

		Ord. Shares + Reserves.

		% Gearing Ratio

		(L-term debt / LTB + shareholders funds) * 100%				24.82		11.80		28.39
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(Million euros)

Either,

Ryanair

         A

           B

          C

GlaxoSmithKline

SUMMARY BALANCE SHEETS

Tesco

Fixed Assets

8527

127

10322

Current Assets

Stock

744

7

2277

Debtors

258

11

5399

Others (mainly investments)

252

5

2309

Cash

88

99

1283

Total current assets

1342

122

11268

Current Liabilities

Creditors

3487

19

6803

Others

52

2281

Total current liabilities

3487

71

9084

Total Assets less Current Liabs

6382

178

12506

Long Term Liabilities

Loans

1565

14

1751

Other

19

7

1800

Net Assets.

4798

157

8955

Shareholder's Funds

4798

157

8955

Sales/Turnover/Revenues

18796

146

18079

Less Operating Costs

17753

113

3811

Gross/Operating Profit

1043

33

14268

Other income (-) /expenditure

110

-4

9117

Net Profit before Tax

933

37

5151

Less taxation

259

9

1454

Net Profit after Tax

674

28

3697

Ratio Analysis - Interpretation of accounts

SUMMARY PROFIT & LOSS ACCOUNT

(Excluding extraordinary adjustments)
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		Ratio Analysis - Interpretation of accounts

		(Million euros)										Either,

												Ryanair

				A		B		C				GlaxoSmithKline

		SUMMARY BALANCE SHEETS										Tesco

		Fixed Assets		8527		127		10322

		Current Assets

		Stock		744		7		2277

		Debtors		258		11		5399

		Others (mainly investments)		252		5		2309

		Cash		88		99		1283

		Total current assets		1342		122		11268

		Current Liabilities

		Creditors		3487		19		6803

		Others				52		2281

		Total current liabilities		3487		71		9084

		Total Assets less Current Liabs		6382		178		12506

		Long Term Liabilities

		Loans		1565		14		1751

		Other		19		7		1800

		Net Assets.		4798		157		8955

		Shareholder's Funds		4798		157		8955

		SUMMARY PROFIT & LOSS ACCOUNT

		(Excluding extraordinary adjustments)

		Sales/Turnover/Revenues		18796		146		18079

		Less Operating Costs		17753		113		3811

		Gross/Operating Profit		1043		33		14268

		Other income (-) /expenditure		110		-4		9117

		Net Profit before Tax		933		37		5151

		Less taxation		259		9		1454

		Net Profit after Tax		674		28		3697
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RATIOS

A

B

C

Net profit %

(Net profit before tax/Turnover) * 100%

4,96

25,34

28,49

( ie Operating Profit )

Current ratio

Current assets / current liabilities

0,38

1,72

1,24

Quick ratio (Acid Test)

Current Assets LESS stock

Current liabilities

0,17

1,62

0,99

Debtor days

5,01

27,50

109,00

(Debtors/Sales) * 365

% Return on Capital Employed

(NP ( before tax)/Shareholders funds) * 100%

19,44

23,57

57,50

( ie Operating Profit )

L.T.Loans + Shareholders Funds.

% Return on  Assets - Current Liabs

(NP (before tax)/net assets) * 100%

14,62

20,79

41,19

( ie Operating Profit )


