MBA Corporate Finance
Financial performance part one
Student ratio analysis workbook

The annual accounts of a business are a good guide to a company’s financial results. However, on their own they are limited in their ability to assess how a business has performed over the last year.
It is necessary to look beyond the figures by analysing the relationship between them. This is done by performing a series of calculations called ratios.
These are also known as performance indicators and are a useful method of highlighting the strengths and weaknesses of a set of financial accounts.

WHAT ARE RATIOS?

· Accounting ratios are merely a means of presenting the relationships between accounting figures. These relationships can be expressed in a variety of forms:
· As a percentage [%]
· As a monetary value [£ or p]
· As a number of times 
· As a number of days/years/months 
· As a ratio [:1]


· Ratios provide interested parties with a method of measuring the strengths and weaknesses of a company’s financial position.

· Ratios are, however, only of value if they are used as a basis of comparison either internally (with the company’s results in previous periods) or externally (with the results of other companies in similar industries.)

Different Categories of Ratios
There is no limit to the number of ratios which could be calculated. However, the more useful ratios are commonly grouped into the following categories:


PROFITABILITY
LIQUIDITY
EFFICIENCY


INVESTMENT
FINANCIAL STRUCTURE






In total you will study a number of ratios which will form the basis of any investigation regardless of the type of business involved.
Further to these ratios, in another lecture you will take a closer look at liquidity ratios and be introduced to working capital management. 

Example – Northern Travel plc

The following accounts have been prepared for the Northern Travel Plc for 2022 and 2021.
					              
	Summarized income statement

	
	
	2022
	2021

	Revenue
	
	300,000
	250,000

	Cost of Sales
	
	204,000
	175,000

	
	
	
	

	Gross Profit
	
	96,000
	75,000

	
	
	
	

	Operating Costs
	
	67,450
	38,500

	
	
	
	

	Operating Profit
	
	28,550
	36,500

	
	
	
	

	Other income
	
	3,450
	3,500

	
	
	
	

	Finance costs
	
	15,000
	10,000

	
	
	
	

	Profit before tax
	
	17,000
	30,000

	
	
	
	

	Taxation
	
	5,000
	6,000

	
	
	
	

	Profit for the year
	
	12,000
	24,000





	Additional information

	
	2022
	2021

	Average published share price in pence
	162
	144

	Dividends paid to shareholders
	0
	12,000











	Summarised statement of financial position/balance sheet

	
	
	
	2022
	
	2021

	ASSETS
	
	
	
	
	

	Non-current assets
	
	
	612,727
	
	528,500

	
	
	
	
	
	

	Current Assets
	
	
	
	
	

	Inventories
	
	
	32,000
	
	18,000

	Trade and other receivables
	
	
	25,000
	
	20,000

	Bank
	
	
	  3,000
	
	27,000

	
	
	
	60,000
	
	65,000

	
Total Assets
	
	
	
672,727
	
	
593,500

	
	
	
	
	
	

	LIABILITIES
	
	
	
	
	

	Current Liabilities
	
	
	
	
	

	Trade & other payables
	
	
	40,000
	
	31,500

	Bank Overdraft
	
	
	0
	
	0

	
	
	
	40,000
	
	31,500

	
	
	
	
	
	

	Non-current liabilities
	
	
	
	
	

	Loan
	
	
	100,000
	
	80,000

	10% Debentures
	
	
	50,000
	
	20,000

	
	
	
	150,000
	
	100,000

	
	
	
	
	
	

	Total Liabilities
	
	
	190,000
	
	131,500

	
	
	
	
	
	

	NET ASSETS
	
	
	482,727
	
	462,000

	
	
	
	
	
	

	Capital & Reserves
	
	
	
	
	

	Issued share capital
	
	
	150,000
	
	150,000

	Share premium
	
	
	115,000
	
	115,000

	Revaluation reserve
	
	
	8,727
	
	0

	Accumulated profits
	
	
	209,000
	
	197,000

	
	
	
	
	
	

	TOTAL EQUITY
	
	
	482,727
	
	462,000







Begin with an overview
Before calculating ratios, you should look at the general trend in the organisation’s performance and financial position and try to get a “feel” for what has been happening. This will help you to interpret the ratios once they are calculated.


Look at the financial statements for Northern Travel and answer the following
· What is the trend in revenue?
· What has happened to gross profit and net operating profit?
· Which costs have significantly affected the business?
· Is the company expanding or contracting?
· Does the business have a lot of debt?

Assessing PROFITABILITY

	Return on capital employed (ROCE)

	2022
	2021
	Difference
	Percentage change

	
Operating Profit     x 100
Capital Employed

This ratio indicates the profit earned in relation to the capital employed (Total Assets less Current Liabilities) in the company.
An increasing ROCE is seen as a positive indicator of a company’s performance.


	
	
	
	




	ASSET TURNOVER

	2022
	2021
	Difference
	Percentage change

	
Revenue
Capital Employed

This ratio indicates the revenue earned per £1 of capital employed (Total assets less current liabilities) 

An increasing Asset Turnover figure is seen as a positive indicator of a company’s performance.


	
	
	
	






	GROSS PROFIT MARGIN
	2022
	2021
	Difference
	Percentage
change

	
Gross Profit x 100
Revenue

This ratio indicates how much gross profit is made for each £1 of sales.
It indicates whether prices are being increased or decreased and/or the supply costs of ‘goods’ are increasing/decreasing.
Consequently, an increasing gross profit margin is seen as a positive indicator of a company’s performance.


	
	
	
	





	NET OPERATING
PROFIT MARGIN

	2022
	2021
	Difference
	Percentage 
change

	
Operating Profit x 100
Revenue

This ratio indicates the profit from operations earned in relation to the revenue generated.

An increasing net profit margin is seen as a positive indicator of a company’s performance.


	
	
	
	




What general conclusions can you draw about Northern Travel’s profitability?

Assessing EFFICIENCY

	[bookmark: _Hlk145062782]INVENTORY DAYS

	2022
	2021
	Difference
	Percentage
change

	
Inventory x 365
Cost of Sales

This ratio indicates how many days on average stock is held before being sold. Generally, a low figure is preferable, but not always.







	
	
	
	



Should inventory always be held for the shortest possible time? If so, when might this lead to problems?
	TRADE RECEIVABLE DAYS

	2022
	2021
	Difference
	Percentage
change

	
Trade and other receivables x 365
                  Credit sales
 
Trade receivable days ratios are often found under efficiency ratios but are more to do with liquidity because they directly affect working capital, which, in turn, illustrates the overall liquidity position of a business.
The extent to which there is a difference between trade receivable days and trade payable days is often a crucial determinant of a business’s ability to pay its short-term liabilities, and therefore both its cash and working capital position. Most firms that fail do so because of poor working capital management.
	
	
	
	




	TRADE PAYABLE DAYS

	2022
	2021
	Difference
	Percentage
change

	
Trade payables x 365
Cost of sales

Trade payable days ratios are often found under efficiency ratios but are more to do with liquidity because they directly affect working capital, which, in turn, illustrates the overall liquidity position of a business.
The extent to which there is a difference between trade payable days and trade receivable days is often a crucial determinant of a business’s ability to pay its short-term liabilities, and therefore both its cash and working capital position. Most firms that fail do so because of poor working capital management.


	
	
	
	




A useful way of summarising the trade payables and receivables is to calculate the number of days a firm is either holding other businesses cash, or whether other companies are holding its cash. We can achieve this by summarising the working capital holding days, which will also be useful when we take a closer look at liquidity analysis and working capital management.

	
	2022
 
	2021
	Absolute difference
	Percentage change
	Outcome- adverse or favourable

	Trade payable days
	
	
	
	
	

	Trade receivable days
	
	
	
	
	

	Holding days

	
	
	
	
	



	NON-CURRENT ASSET TURNOVER
	2022
	2021
	Difference
	Percentage
change

	
Revenue
Non-current assets

This ratio indicates how many £s of revenue is generated per £ of non-current assets.


	
	
	
	



What general conclusions can you draw about Northern Travel’s efficiency?


Assessing LIQUIDITY

	CURRENT RATIO

	2022
	2021
	Difference
	Percentage
change

	
Current Assets
Current Liabilities

This ratio indicates whether a company has sufficient short-term assets to cover its short-term liabilities.

Some textbooks argue that this ratio must be at least 2:1, anything less is seen as a danger sign as it indicates that the company has insufficient funds to cover its short- term debts.
However, this should be used only as a guide as this varies from firm to firm, and industry to industry.

	
	
	
	



	[bookmark: _Hlk145052673]ACID TEST/QUICK RATIO

	2022
	2021
	Difference
	Percentage
change

	
Current Assets - Inventory
Current Liabilities

This ratio takes the current ratio one step further by taking into account the fact that it may take time for inventory to be converted into cash and consequently inventory should be excluded when ascertaining whether a company has sufficient liquid funds to cover its short-term debts.

Some textbooks suggest that this ratio must be at least 1:1but again there is no evidence to support this, and it should be used only as a guide.

	
	
	
	






	Cash ratio

	2022
	2021
	Difference
	Percentage
change

	
Cash
Current Liabilities

This ratio takes a harder look at the company’s cash position by taking out all current assets except the cash and bank figures and indicates whether a company has sufficient cash to cover its short-term liabilities.

By only considering cash, this is the most critical of the liquidity ratios, and must be viewed carefully and in the context of the businesses operations and the type of industry
	
	
	
	




What general conclusions can you draw about Northern Travel’s liquidity


FINANCIAL STRUCTURE

There are a number of ratios which help in analysing a company’s financial structure, for the purposes of this course we are focusing on the following.
· The two Gearing ratios
· The Interest Cover ratio

What is gearing?
Gearing [sometimes called leverage] is a commonly used financial indicator of the health of a business.
It is a percentage calculation that measures how dependent a business is upon debt capital when compared to the finance provided by the ordinary shareholders.
If a company has a large amount of borrowings compared to shareholders’ equity, it is said to be high geared.
For example…
If the gearing of a company is calculated to be, say, 300% this means that debt capital is three times higher than the equity [ordinary shares and reserves].
If a company has a small amount of borrowings compared to shareholders’ equity, it is said to be low geared.
A low geared company would have a gearing measure of less than 100%. Once gearing exceeds 100% there is more reliance on debt than equity and you tend to say that gearing is getting higher.
However, a high geared company is not necessarily worse off than a low geared company. Many highly successful companies use a high proportion of debt, and often low geared companies are not running as profitably as possible because of not taking the potential advantages of leverage.


There are a number of ways of calculating gearing and these are usually calculated as a percentage. The two most common formulae are debt as a percentage of total equity (Debt/equity ratio), and debt as a percentage of total equity plus debt (Capital structure ratio)
	
Debt Capital   x 100
Total Equity + Debt capital


[bookmark: _Hlk145054227]	Debt Capital   x 100
	Total Equity 


Total Equity is a term used to describe the interests of the ordinary shareholders in the business and consists of the ordinary share capital plus all the reserves (Savings) of the business.

Debt Capital consists of ‘long-term debt’ which has a fixed return. Typically, this will consist of long-term bank loans, debenture loans, mortgages, bond issues, and other loan stock, and will also include any preference shares, if the company has these.
Note: Other than any preference shares, long term debt will be shown within the heading of ‘Non-current liabilities’ on a statement of financial position/balance sheet.

Gearing identifies the mix between non-risk capital and risk capital. Non-risk capital, from the lenders’ viewpoint, has to be serviced each year in that interest payments have to be paid out of profits. Ordinary dividends however are only paid at the discretion of the directors – the risk here being that the amount of dividends paid out is likely to fluctuate each year depending upon the fortunes of the business and profit levels.

Example 1
The two companies below have the same capital invested, namely £500,000, but a different capital mix
	
	Risk plc
	Playsafe plc

	[ Extracts from annual report and accounts]
	£
	£

	
	
	

	Total Equity
	
	

	Ordinary Shares 
	40,000
	180,000

	Reserves
	60,000
	220,000

	
	
	

	Non-current Liabilities
	
	

	10% Debentures 2020
	300,000
	60,000

	8% Barclays Loan – 5 years remaining
	100,000
	40,000

	Total capital
	500,000
	500,000



Calculate the gearing for each of these two companies:
	
	Risk plc
	Playsafe plc

	Debt/equity ratio
	
	

	Capital structure ratio
	
	




Example 2
The following information was extracted from the balance sheets of two companies for the year ended 31st July 2010. 

	
	Clod plc
£
	Hopper plc
£

	50p Ordinary Shares
	200,000
	300,000

	
	
	

	Retained Earnings
	350,000
	450,000

	Share Premium
	50,000
	-

	
	
	

	8% Debentures 2018
	800,000
	-

	10% Loan Stock
	-
	150,000

	10% Preference Shares
	100,000
	-



(a) Using an appropriate formula, determine the gearing for each company.
(b) Explain why an ordinary shareholder of Clod plc would be concerned during a period of falling profits.
















No such thing as an ideal level of gearing

· Depends upon the type of business.
· Different types of business will have different levels of business risk. This is usually assessed by the potential variability in a company’s profits from one year to the next.

Explain I the box below which do you think has the higher level of business risk and why?

· A company which makes luxury fashion goods
OR
· A company which makes bread?














	DEBT/EQUITYGEARING RATIO

	2022
	2021
	Difference
	Percentage change

	
Debt Capital    x 100
Total Equity
This ratio is often used to consider the risk level of the business. Higher levels of debt when profits are strong result in greater potential returns to shareholders because of the tax advantages of debt. 

However, when profits are low or decreasing high debt is problematic because interest payments need to be paid before dividends to shareholders, and may result in loss or failure.







	
	
	
	



	CAPITAL STRUCTURE GEARING RATIO

	2022
	2021
	Difference
	Percentage change

	
Debt Capital x 100
Equity Capital + Debt Capital

The control of the company can be reflected in the proportional amounts of capital invested by shareholders or equity holders and debtholders.





	
	
	
	














	INTEREST COVER

	2022
	2021
	Difference
	% change

	
Profit before interest and tax
 Interest

This ratio indicates how far the interest paid is covered by the profits generated by the company.

A high interest cover means that the business is easily able to meet its interest obligations from its profits.






	
	
	
	






What general conclusions can you draw about Northern Travel’s financial structure?

INVESTMENT RATIOS

	EARNINGS PER SHARE 
[EPS]
	2022
	2021
	Difference
	Percentage
 change

	
Profit after tax x 100
Number of ordinary shares in issue

The EPS is the amount of profit on ordinary activities, after tax and all other charges, that has been earned for each ordinary share.

An increasing EPS figure would be seen as a sign that the company’s performance is improving as the earnings attributable to the holder of a single share would be increasing.


	
	
	
	



Note:
You need to be careful when calculating the number of shares.
Example

	
	Company A
	Company B

	Profit after tax
	£10,000
	£20,000

	Share capital: £1 ordinary shares
	£100,000
	

	Share capital: £0.50 ordinary shares
	
	£150,000

	EPS calculation
	£10,000 x 100
100,00
	£20,000 x100
150,000

	EPS
	10p
	6p


	




	PRICE/EARNINGS RATIO [P/E]
	2022
	2021
	Difference
	Percentage change

	
Share price in pence
Earnings per Share

The P/E ratio shows the relationship between the market price of an ordinary share and its earnings per share.

The simplest way of looking at the P/E ratio is to regard it as the number of years’ earnings that are needed to recover the share price.
A high or low ratio can only be judged in relation to other companies in the same sector of the market.
The P/E ratio gives an indication of the confidence that investors have in the future prosperity of the business.
Generally, a high ratio means that the market thinks that the company’s future is a good one.

	
	
	
	





Using the FTSE indexes see if you can identify the P/E ratios for the following companies.

	Travel and Leisure
	P/E ratio
	
	Pubs/Brewers
	P/E ratio

	
	
	
	Punch Taverns
	

	Aer Lingus
	
	
	Enterprise Inns
	

	Ryanair
	
	
	J D Wetherspoon
	

	Tui Travel
	
	
	Greene King
	

	
	
	
	
	



	Retail
	P/E ratio
	
	
	P/E 
ratio

	Tesco
	
	
	
	

	Marks & Spencer
	
	
	
	

	Sainsburys
	
	
	
	

	Next
	
	
	
	

	
	
	
	
	





Dividends

Dividends are distributions of profit to shareholders. 
They are usually paid in two instalments: interim and final, which together equal total dividend.
Every company will need to achieve a balance between payments of dividends and retaining profits for future investment.
When deciding upon a dividend policy most companies will consider:
· Previous dividend policy
· Competitors’ policies
· Availability of profits
· Investment possibilities
· Market expectations
	

	DIVIDEND PER SHARE 
[DPS]
	2022
	2021
	Difference
	Percentage
change

	
Dividends    x 100
Number of ordinary shares in issue

This ratio shows the amount of dividend paid out to the holder of one ordinary share.

NOTE:  As with EPS, need to be careful when calculating the number of shares



	
	
	
	





	DIVIDEND PAYOUT
PERCENTAGE OF PROFITS

	2022
	2021
	Difference
	Percentage 
change

	
Dividend Amount x 100
Profit after tax and interest

This represents the proportion of distributable profit that is repaid to shareholders as dividends. The balance is retained profit which is added to reserves.


	
	
	
	






What general conclusions can you draw about Northern Travel’s investment ratios?



	RATIO
	2022
	2021
	Relative performance

	Profitability ratios
	
	
	

	Return on capital employed (ROCE)
	
	
	

	Asset turnover
	
	
	

	Gross profit margin
	
	
	

	Net profit margin
	
	
	

	Efficiency ratios
	
	
	

	Inventory days
	
	
	

	Trade receivables days
	
	
	

	Trade payables days
	
	
	

	Working capital holding days
	
	
	

	Non-current asset turnover
	
	
	

	Liquidity ratios
	
	
	

	Current ratio
	
	
	

	Quick/acid test ratio
	
	
	

	Cash ratio
	
	
	

	Capital structure ratios
	
	
	

	Debt/equity gearing
	
	
	

	Capital structure gearing
	
	
	

	Interest cover
	
	
	

	Investment ratios
	
	
	

	Earnings per share (EPS)
	
	
	

	Price earnings ratio (P/E)
	
	
	

	Dividend per share (DPS)
	
	
	

	Dividend payout percentage
	
	
	


Summary of Northern Travel’s ratios

Northern Travel – Cross-category Summary of Ratios
	
	Performance summary
	Possible causes/reasons/remedies

	Profitability
	


	

	Efficiency
	


	

	Liquidity
	


	

	Capital structure
	


	

	Investment
	


	










Limitations of ratio analysis
Ratios are a useful technique for analysing the accounts of businesses. It is important to realise however, that they have limitations.
The following points should be borne in mind when using ratio analysis:

· Ratios are only as useful as the information on which they are based.
· Ratios can only indicate future trends; they cannot guarantee them.
· When interpreting trends, the general economic climate has to be taken into account.
· Trends may differ due to alterations in accounting methods from one period to the next, and between organisations.
· Vital information about the organisation may be disregarded because it is not expressed in financial terms.
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