MN-M004
Ratio analysis questions: seminar week 4
Answer: Ratio analysis Laurel Ltd and Hardy Ltd
a) 
	
	
	Laurel Ltd
	Hardy Ltd

	i.Return on capital employed
	=    operating profit         x 100
Shareholders’ funds + NCL
	= 10,000  x 100
   42,000

= 23.8%
	= 15,000  x 100
   44,000

= 34.1%

	ii.Gross profit margin
	= gross profit   x 100
      Sales
	=20,000  x 100
  80,000

= 25%
	=24,000  x 100
 120,000

= 20%

	iii.Operating profit margin
	= operating profit  x 100
     Sales
	=10,000  x 100
  80,000

= 12.5%
	=15,000  x 100
  120,000

= 12.5%

	iv.Acid test ratio
	= Current assets - Inventory 
        Current liabilities
	= (45,000-15,000)
         5,000

= 6 : 1
	= (40,000-17,500)
          10,000

= 2.25:1

	v.Inventory days
	= Inventory      x 365
  Cost of sales
	=15,000  x 365
   60,000

= 91.25 = 92 days
	= 17,500  x 365
   96,000

=66.5 = 67 days

	vi. Receivable days
	= Receivables   x 365
         Sales
	= 25,000  x 365
   80,000

= 114.1 = 115 days
	= 20,000  x 365
  120,000

= 60.8 = 61 days

	vii.Trade payable days
	= Trade payables * 365
 Purchases or cost of sales (here cost of sales is used)
	=5,000        *365
60,000
30.4 = 31 days
	=10,000      *365
 96,000
38.02 = 39 days



b) Profitability

i. Return on capital employed: Hardy Ltd is more profitable both in actual terms (£15,000 operating profit compared to Laurel Ltd’s £10,000) and also in relation to the shareholders’ capital employed. Hardy Ltd has managed to achieve a return of £34.10 for every £100 invested, compared to £23.80 per £100 generated by Laurel Ltd.
ii. Gross profit margin: Laurel Ltd made a greater margin on goods sold. This may possibly be a contributor factor to the overall lower volume of sales achieved by Laurel Ltd (£80,000, compared to Hardy’s £120,000).
iii. Operating profit margin: Although the gross profit margin was higher for Laurel Ltd, both businesses have the same operating profit margin of 12.5%. Despite Hardy Ltd’s higher depreciation expense (£3,000 compared to Laurel Ltd’s £1,000), the company managed to incur appreciably lower ‘other expenses’ (£6,000 to Laurel Ltd’s £9,000), possibly due to more efficient cost control.
Liquidity
iv. Acid test ratio: Laurel Ltd’s acid test ratio of 6 : 1 is far greater than would normally be expected. Whilst neither Laurel nor Hardy appears to have liquidity problems, these ratios imply that too much money is tied up in inventory and trade receivables. 
Efficiency
v. Inventory holding period: On average, Laurel Ltd holds goods in inventory for three months (92 days) and Hardy for two months (67 days). Laurel Ltd should try to reduce its inventory in order to release funds back into the business and to reduce the costs associated with holding inventory (for example, warehouse rent, heating or the risk of inventory becoming damaged or obsolete).
vi. Trade receivable days: Hardy Ltd allows customers two months’ credit (61 days) on average, whereas Laurel Ltd allows nearly four months’ credit (115 days). Given that they are two similar types of retail stores, it would appear that Laurel Ltd has a very poor system of credit control and has far too much money tied up in trade receivables. 
vii. Trade payable days: Both companies take just over one month to pay their suppliers, with Hardy managing to take eight days longer on average (39 days compared with 31 days). The trade payment period is substantially shorter than the trade receivables days, and this works to the detriment of the companies. 

