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Exercise 1
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Profitability Ratio:
· Calculate the gross profit margin for Alexis plc for the year 2018.
· Calculate the operating profit margin for Alexis plc for the year 2018.
· Calculate the gross profit margin and the operating profit margin for Alexis plc for the year 2017. What do you deduce from a comparison of the changes (increases or declines) in the gross profit margin and the operating profit margin ratios?
· What do you deduce from a comparison of the changes (increases or declines) in the operating profit margin and the net profit margin ratios?
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Exercise 2
Liquidity Ratio:
· Calculate the current ratio for Alexis plc for the year 2018.
· Calculate the quick ratio (or acid test ratio) for Alexis plc for the year 2018.
· Calculate the current ratio and the quick ratio for Alexis plc for the year 2017. What do you deduce from a comparison of the changes (increases or declines) in the current and quick ratios?
· What do you deduce from a comparison of the changes (increases or declines) in the quick and the cash ratios?
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Exercise 3
Leverage ratio (financial gearing):
· Calculate the interest coverage ratio for Alexis plc for the year 2018.
· Calculate the debt-to-capital ratio for Alexis plc for the year 2018.
· Calculate the current ratio and the quick ratio for Alexis plc for the year 2017. What do you deduce from a comparison of the changes (increases or declines) in the current and quick ratios? Can you provide some potential reasons of these changes?
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Activity 6.17

What do you deduce from these liquidity ratios?

There has clearly been a decline in liquidity from 2017 to 2018. This is indicated by both
ratios. The decline in the acid-test ratio is particularly worrying as it suggests that the busi-
ness may struggle to meet its short-term obligations. The apparent liquidity problem may,
however, be planned, short term and linked to the increase in non-current assets and the
number of employees. When the benefits of the expansion come on stream, liquidity may
improve. On the other hand, short-term lenders and suppliers may become anxious by

the decline in liquidity. This could lead them to press for payment, which is likely to cause
further problems.




image5.tmp
Activity 6.22

What do you deduce from a comparison of Alexis plc’s gearing ratios over the two years?

The gearing ratio has changed significantly. This is mainly due to the substantial increase in
the contribution of long-term lenders to financing the business. The gearing ratio at 31 March
2018 would not be considered very high for a business that is trading successfully. It is the
low profitability that is the problem. The interest cover ratio has fallen dramatically from
13.5 times in 2017 to 1.5 times in 2018. This was partly caused by the increase in borrow-
ings in 2018, but mainly caused by the dramatic fall in profitability in that year. The situation
in 2018 looks hazardous. Only a small decline in future operating profits would result in an
inability to cover interest payments.

Without knowledge of the planned ratios, it is not possible to reach a valid conclusion
on Alexis plc’s gearing.
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The following financial statements relate to Alexis plc, which operates a wholesale
carpet business:

Statements of financial position (balance sheets) as at 31 March

2017 2018
ASSETS om em
Non-current assets
Property, plant and equipment (at cost less
depreciation)
Land and buildings 381 427
Fixtures and fittings 1208 1c0)
51088 5674
Current assets
Inventories 300 408
Trade receivables 240 273
Gash at bank B
544 S 01)
Total assets 1054 1266
EQUITY AND LIABILITIES
Equity
£0.50 ordinary shares (Note 1) 300 300
Retained eamnings P el
5 6
Non-current liabilities
Borrowings ~ 9% loan notes (secured) 2008 Wa00]
Current liabilities
Trade payables 261 354
Taxation 30 2
Short-term borrowings (all bank overdraft) = 0
_201 432

Total equity and

1,054 1,266
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Income statements for the year ended 31 March

2017 2018
£m £m
Revenue (Note 2) 2240 2681
Gost of sales (Note 3) (1.745) 272
Gross profit 495 409
Operating expenses @52) @62
Operating profit T243 47
Interest payable a8 @2
Profit before taxation 225 15
Taxation 2N
Profit for the year 165 i

Notes:

1 The market value of the shares of the business at the end of the reporting period was £2.50 for 2017
and £1.50 for 2018,

2 Allsales and purchases are made on credit.
3 The cost of sales figure can be analysed as follows:

2017 2018

£m £m
Opening inventories 241 300
Purchases (Note 2) 1,804 2,378
2,045 2,678
Closing inventories (300 _(408)
Cost of sales 17458801070

4 At1 April 2016, the trade receivables stood at £223 million and the trade payables at £183
million.

5 Adividend of £40 million had been paid to the shareholders in respect of each of the years.

6 The business employed 13,995 staff at 31 March 2017 and 18,623 at 31 March 2018.

7 The business expandediits capacity during 2018 by setting up a new warehouse and distribution
centre.

8 At 1 April 2016, the total of equity stood at £438 million and the total of equity and non-current
liabilities stood at £638 million.
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Activity 6.7

What do you deduce from a comparison of the declines in the operating profit and gross
profit margin ratios?

We can see that the difference in the operating profit margin was 9 per cent (that is,
10.8 per cent to 1.8 per cent), whereas that of the gross profit margin was only 6.8 per cent
(that is, from 22.1 per cent to 15.3 per cent). This can only mean that operating expenses
were greater, compared with sales revenue in 2018, than they had been in 2017. The decline




