M.B.A.

M PLC RATIO’S – SOLUTION

PROFITABILITY 

	
	1999
	2000
	2001
	2002

	1.  Gross Profit% = Sales – Cost of Sales x 100%




Sales


	35%
	34%
	32%
	29%


                             ( Gross Profit = Sales – Cost of sales )
Comments:
This should be maintained as high as possible.
However there is a 17% reduction from 1999 to 2002.
                       1999/2000     2000/2001     2001/2002
Sales                 +11.1%         +6.9%            +2.9%

Cost of Sales     +13.0%         +9.3%            +7.4%

Cost of Sales increasing at faster rate than Sales. Investigate cost of sales eg. All direct cost of sales , direct materials, direct wages, direct expenses.

Comparisons needed with business sector norm and similar sized business.

	
	1999
	2000
	2001
	2002

	2.  Net Profit% = *Profit before interest and tax x 100%



Sales
	15%
	14%
	10%
	9%


(*Operating Profit = profit before interest and tax )
Comments:
The aim again is to maintain this as high as possible.
However it is decreasing as per gross profit, but more significantly year on year.
                                    1999/2000      2000/2001          2001/2002 

P.B.I.T                            +5.9%             --22.2%              --7.1%
Sales                              +11.1%           +6.9%                +2.9%

Distribution costs            +16.7%           +14%                 +25%

Administration costs       +5.6%             +21%                 --17.4%

Perhaps the lack of control over overheads is causing this. Distribution costs appear to be increasing at a much faster rate than sales- almost out of control.

Administration costs have at least been reduced in 2001/2 after the very large increase in 2000/1. Investigations are needed into the alarming increase in distribution expenses, together with comparisons.

	
	1999
	2000
	2001
	2002

	3.  Return on Capital Employed%
	46%
	40%
	28%
	24%

	    = *Profit before interest and tax x 100%

                        Capital Employed
	
	
	
	


(*Operating Profit = profit before interest and tax )
( Capital Employed = Ordinary shares + reserves + long term loans + leases +      hire purchase agreements )

Comments:
                                        1999/2000     2000/2001    2001/2002
    P.B.I.T.                           +5.9%           --22.2%        --7.1%

    Capital Employed          +20.2%          +13.5%        +4.9% 
Target is to achieve as high as possible. It is decreasing to almost half it’s value from 1999 to 2002. ( 48% reduction ). 
Key reasons are that cost of sales and distribution costs are growing at a faster rate than sales.
 However more to the point, Long Term Capital Employed is increasing rapidly, ie. From 1999 to 2002  +43%.This is mainly due to increasing long term bank loans.
 Additional long term capital finance might be needed for expansion ( new product line ), and sales have not yet been generated from that investment. End of product life cycle !.
 Change in technology or change in European regulations ( Pollution controls ) forcing new investments. 
Investigation as to the causes is required, together with comparisons.

EFFICIENCY

	
	1999
	2000
	2001
	2002

	4.  Fixed Asset Productivity  =   Sales
	7.64
	5.85
	4.86
	5.2

	

                           Fixed Assets
	
	
	
	


Comments:
                                                1999/2000      2000/2001     2001/2002
                 Sales                        +11.1%            +6.9%             +2.9%
                 Fixed Assets            +45.2%            +28.6%           --3.7%
A higher ratio signifies greater efficiency in the use of Fixed Assets.
 Trend is decreasing until a slight improvement in 2002. 
The % growth in Sales is lower than the % growth in Fixed Assets. 
This signifies the possible new investment in Fixed Assets or expansion.
 No return by way of increased sales has been generated from that investment yet. Comparators needed.
	
	1999
	2000
	2001
	2002

	5.  Debtors  ( Receivables )Control =             
Debtors  x 365 
Sales
	65 days
	73 days
	79 days
	82days


Comments:
Usual trade credit is between 30 – 60 days. Norm is approx 45 days. The aim is to collect money due as quickly as possible The trend is increasing and clearly very high.  Poor financial management . Lack of control over collection of money due from customers.  Possible valid reasons : Extended credit offered to increase sales; Small business dealing with large or multi-national company. Comparators needed.
	
	1999
	2000
	2001
	2002

	6.  Creditors ( Payables ) Control =
 Trade Creditors  x 365

 Cost of Sales
	35 days
	34 days
	29 days
	25days

	



	
	
	
	


Comments:
Again usual trade credit is between 30 – 60 days. Trend is reducing to a very low level. Business is paying its bills far too quickly. Poor financial management. Business needs to take full advantage of “free credit”. Possible valid reasons : Early payments to obtain discounts. Comparators needed.
	
	1999
	2000
	2001
	2002

	7.  Stock Turnover in days = Stock  x 365
	77 days
	76 days
	66 days
	54days

	


   Cost of Sales
	
	
	
	


Comments:
Aim is to maintain as low as possible. The trend is going the right way but is still high. Does the business need 54 days of material usage in stock/stores?. Poor financial management. Costs of holding and financing stocks are high. J.I.T. agreement could be instigated. Reasons for high levels could be : Jewellery business; world shortage of supplies  etc.; Comparisons are needed.
	
	1999
	2000
	2001
	2002

	8.  Capital employed =  Sales Turnover 
     Turnover                  Capital Employed
	3.15 
	2.91
	2.75
	2.69

	

	
	
	
	


Comments:
Aim is to maintain as high as possible. Trend is reducing. Less sales being achieved from capital base. Follows on from the results in ratios 3 and 4. L.T. money borrowed to finance new fixed assets ( expansion ), and sales have not come through yet.
LIQUIDITY

	
	1999
	2000
	2001
	2002

	9.  Current Ratio =     Current Assets  
	2.37
	2.03
	1.88
	2.19

	

         Current liabilities
	
	
	
	


Comments:
Norm is between 1.5 – 2.0. Good financial management is between 1 – 1.5 and poor financial management is 2.5 and above. If too low its RISKY ! 
Trend is reducing from 1999 to 2001, but increasing again in 2002. Inefficient management of current assets and current liabilities.  Investigate Stocks; Debtors; Creditors. See comments at earlier ratios 5,6,7. Comparisons are needed.
	
	1999
	2000
	2001
	2002

	10.  Quick Ratio  =     Current Assets – Stock
	1.36
	1.20
	1.20
	1.49

	


Current Liabilities
	
	
	
	


Comments:
Norm 1.0 – 1.5. ( Except supermarkets which are  0.4 ) If ratio is < 1.0 the business is technically insolvent. RISKY ! Poor financial management if > 2.0
Good financial management if = 1.0 or even < 1.0, if bank and suppliers allow it. Trend is reducing from 1999 to 2001, but increases again in 2002.See earlier ratios 5 and 6 for reasons. Comparisons are needed. 

INVESTMENT

	
	1999
	2000
	2001
	2002

	11. Earning’s Per share 
 = Profit after tax and interest     
	€0.61
	€0.67
	€0.39
	€0.28

	          Number of ordinary shares
	
	
	
	


Comments:

Target is as high as possible. So for every €1  ( 1 share ) invested the owners are getting €0.61 in 1999 but this reduces down to only €0.28 in 2002. This is as a consequence of falling Gross and Net Profits, and the overall R.O.C.E.
This is influenced by expansion – a temporary phase of the business when investment in new products ( fixed assets ) has not worked its way through into sales turnover and profits. Comparisons are needed.

	
	1999
	2000
	2001
	2002

	12. Interest Cover 
 =     Profit before tax and interest
	0
	18
	7
	5.9

	
  Interest on loans
	
	
	
	


Comments:
Bank’s look for a cover of approx. 4 – 6 for ‘safety’. If too low they get nervous and may feel the company is a risk and ‘call in’ any overdraft, or even worse petition for liquidation to obtain repayment of loans. The trend is falling from a very secure 18 in 2000 to 5.9 in 2002 which is just OK. If the pattern continues it may worry the bank. The reason is because of the large L.T. Loans being taken up, and profits are falling in relative terms. Ie. New sales/profits are not coming through yet.
GEARING
	Ratio1

	1999
	2000
	2001
	2002

	13.  Gearing = Long Term Loans   x 100%
	0%
	11.2%
	19.8%
	20.7%

	
          *Total Capital Employed
	
	
	
	

	
	
	
	
	

	*(Total Capital Employed = Long Term Loans + Shareholders Funds)


	

	                            Ratio 2

	

	OR Gearing = Long Term Loans 
x 100%

                       Ord. Shareholders Funds
	0%
	12.6%
	24.6%
	26.1%


Comments:
Range of gearing for ratio 1 is :
Low Gearing     20%  - 35%           Low risk

Medium  “         35% - 55%             Medium risk

High       “          55% and above.    High risk.

This business has had 0% gearing in 1999 but seen it rapidly increase to 20.7% in 2002.However this is still in the low range, and as long as the business is profitable can be beneficial to shareholders.( E.P.S.)

Conversely a high gearing ratio with low profits can reduce EPS significantly and even push the business into making losses.   
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