(a)  Analysis of the financial data
Performance ratios
	Return on Capital employed   =
	Profit before interest & tax
	
	

	
	Total assets less current liabilities
	
	

	
	
	
	

	ABC Limited
	12,000
	=
	17.5%

	
	68,410
	
	

	
	
	
	

	XYZ Limited
	3,000
	=
	12.2%

	
	24,510
	
	

	
Gross profit margin GPM   =
	
Gross profit 
	
	

	
	Turnover
	
	

	
	
	
	

	ABC Limited
	22,000
	=
	23%

	
	95,000
	
	

	
	
	
	

	XYZ Limited
	10,000
	=
	19%

	
	52,000
	
	

	
Operating profit margin OPM   =
	
PBIT 
	
	

	
	Turnover
	
	

	
	
	
	

	ABC Limited
	12,000
	=
	13%

	
	95,000
	
	

	
	
	
	

	XYZ Limited
	3,000
	=
	6%

	
	52,000
	
	


Liquidity Ratios
	Working capital   =
	Current assets 
	
	

	
	Current liabilities
	
	

	
	
	
	

	ABC Limited
	27,010
	=
	294%

	
	9,200
	
	

	
	
	
	

	XYZ Limited
	7,610
	=
	134%

	
	5,700
	
	

	
Acid test   =
	
Current assets less stock
	
	

	
	Current liabilities
	
	

	
	
	
	

	ABC Limited
	27,010 – 6,990
	=
	218%

	
	9,200
	
	

	
	
	
	

	XYZ Limited
	7,610 – 5,200
	=
	42%

	
	5,700
	
	

	
Debtor days   =
	
Debtors x 365 
	
	

	
	Turnover
	
	

	
	
	
	

	ABC Limited
	20,000 x 365
	=
	77 days

	
	95,000
	
	

	
	
	
	

	XYZ Limited
	2,380 x 365
	=
	17 days

	
	52,000
	
	

	
Creditor days   =
	
Creditors x 365 
	
	

	
	Purchases *
	
	

	
	
	
	

	ABC Limited
	9,200 x 365
	=
	46 days

	
	73,000
	
	

	
	
	
	

	XYZ Limited
	5,700 x 365
	=
	50 days

	
	42,000
	
	

	
Stock days =
	
Stock x 365 
	
	

	
	Cost of sales
	
	

	
	
	
	

	ABC Limited
	6,990 x 365
	=
	35 days

	
	73,000
	
	

	
	
	
	

	XYZ Limited
	5,200 x 365
	=
	45 days

	
	42,000
	
	


Gearing ratios
	
Gearing ratio =
	
L/T debt
	
	

	
	[bookmark: _GoBack]Total assets less current liabilities
	
	

	
	
	
	

	ABC Limited
	3,000
	=
	4.4%

	
	68,410
	
	

	
	
	
	

	XYZ Limited
	5,000
	=
	20.4%

	
	24,510
	
	

	
Interest cover =
	
PBIT
	
	

	
	Interest payable
	
	

	
	
	
	

	ABC Limited
	12,000
	=
	30 times

	
	400
	
	

	
	
	
	

	XYZ Limited
	3,000
	=
	10 times

	
	300
	
	



Investor ratios
	
Dividend per share =
	
Dividends paid
	
	

	
	Number of shares
	
	

	
	
	
	

	ABC Limited
	nil
	=
	n/a

	
	10,000
	
	

	
	
	
	

	XYZ Limited
	nil
	=
	n/a

	
	4,000
	
	

	
Dividend pay-out ratio =
	
Dividends paid
	
	

	
	Profit after tax
	
	

	
	
	
	

	ABC Limited
	nil
	=
	n/a

	
	5,900
	
	

	
	
	
	

	XYZ Limited
	nil
	=
	n/a

	
	300
	
	

	

Earnings per Share =
	

Profit after interest and tax
	
	

	
	Number of shares in issue
	
	

	
	
	
	

	ABC Limited
	5900
	=
	0.59

	
	10,000
	
	

	
	
	
	

	XYZ Limited
	300
	=
	0.08

	
	4,000
	
	


Comparatives
	

	ABC Limited
	XYZ 
Limited

	Turnover
	95,000
	 52,000

	Cost of Sales
	73,000
	42,000

	Gross Profit
	22,000
	 10,000

	Distribution costs 
	3,000
	3,000

	Admin expenses
	7,000
	4,000

	Operating Profit
	12,000
	3,000

	Finance expenses
	400
	700

	Profit before Tax
	11,600
	2,700

	Taxation
	5,700
	2,400

	Profit for the year

	5,900
	300


Performance
Considering Turnover and the fixed assets generating that turnover - ABC Limited is twice the size of XYZ Limited.  In absolute amounts, the gross profit of ABC Limited is twice that of XYZ Limited however, the operating profit (which adjusts the GP to take account of the overheads) of ABC Limited is four times that of XYZ Limited.  
The GPM is 23% for ABC Limited and 19% for XYZ Limited indicating that XYZ Limited is not as efficient in controlling one or more elements of its Cost of sales, defined as Opening stock + Purchases – Closing stock so the issues may be with the control of the stock and/or purchasing of goods for resale.  ABC Limited being the larger of the two companies may be benefitting from supplier bulk discounts.
The OPM which adjusts the GP to take account of the fixed overheads, is showing 13% for ABC Limited and 6% for XYZ Limited indicating that XYZ Limited has more serious problems controlling its overheads.  It could be expected that the admin expenses for XYZ Limited should be approximately half those for ABC Limited, however, they are (4,000 / 7,000) 57%.  The bigger problem is with the Distribution costs of £3,000 which is the same as for ABC Limited which has twice the turnover.  
Accordingly, the Return on Capital Employed (ROCE) is better for ABC Limited at 17.5% than for XYZ Limited at 12.2%.  The ROCE is considered by many to be the primary measure of profitability.  It is a fundamental measure of the effectiveness of funds employed by the business, by calculating the return to all providers of long term finance.  
Liquidity / Insolvency.
The working capital ratio compares the liquid short term assets: cash plus assets that may be converted into cash within twelve months, to the short term liabilities of the company.  It is regarded as an important indicator of the solvency of a company.  The working capital ratio for ABC Limited is 294% of current assets over current liabilities, and for XYZ Limited is 134%.  These values are both healthy and reflect the higher current assets of ABC Limited particularly the higher debtors.
Stock- the Stock Days (the average number of days an item is held in stock before being sold on) is 35 days for ABC Limited and 45 days for XYZ Limited.  Although not excessive, this suggests that XYZ Limited is holding too much stock- potential stock control issues and the reasons for which need to be investigated by management.  This may result in wastage, obsolescence, etc., as well as higher costs associated with high levels of stock holding e.g. insurances, warehousing, and tied-up capital.
Debtors- the debtor days is a measure of the control exercised by the company over its debtors, and measures the average number of days it has to wait for customers to pay.  The Debtor Days for ABC Limited is 77 days and 17 days for XYZ Limited.  This points to ABC Limited having a potentially very significant problem with collecting payments from customers, or in recording the amounts outstanding.  As the financial statements have not been independently audited, I suggest that this figure be verified.  XYZ Limited has a low debtors day value which indicates, although a smaller company, it has far better management in the collection of its debts.
Creditors- creditor days similarly measures the average number of days taken to pay outstanding payables and reflects the company’s policy for paying of its suppliers.  The Creditor Days for ABC Limited is 46 days and 50 days for XYZ Limited.  These appear to be short periods meaning much of the working capital is tied up in with the suppliers.  Some of this working capital, which has a cost to the company, can be released by delaying payments, or renegotiating terms. 
However, if the payments to suppliers is extended without their agreement, some suppliers may restrict supplies to the company, may only supply on a cash basis, may cease supplying the company altogether resulting in serious production supply issues, or they may file for insolvency action.
Gearing - long term funding
The gearing shows that both companies have a healthy long term debt position, the gearing ratio of ABC Limited at 4.4% and for XYZ Limited at 20.4%.  This indicates that the businesses rely more on share capital and by retaining profits within the organisation (as reflected in the zero dividends for 2015) than on external long term debt.  This may be considered to be a low risk financial strategy as it reduces the obligations to pay interest on its debt (whether the company makes a profit or not), instead paying dividends on the share capital, the payments being at the discretion of the directors.  
Both companies generate profit levels several times the amounts of interest it is required to pay, as shown by the Interest cover ratios, indicating at present both companies are financially secure in their strategic funding and are able to afford the interest on greater levels of long term debt.  
Investor ratios
Over the past year, both companies have paid no dividend to the shareholders indicating that all of the profits generated during the year have been retained in the business, which should increase the value of shares in the future.  The company could be doing this as it may be regarded as a cheap source of long term funding.
XYZ Limited published their annual accounts late, after the 9 months allowed by the Companies Act 2006.

(b)  Recommendation
When considering whether to buy shares, consideration should be given to the following main features discussed above:
· ABC has a slightly higher GPM likely due to economies of scale as its operations are twice as large as XYZ;
· XYZ has a low OPM compared to ABC, caused by high Distribution costs;
· ABC has a potential write-off of a significant bad debt from Dodgy Limited;
· ROCE is acceptable for both companies;
· Solvency- liquidity is acceptable, both company’s stock holdings are too high, XYZ has issues with payment of its suppliers which could be easily remedied, ABC needs to reduce its Debtor Days and XYZ’s Debtor Days are not credible;   
· Long term financing is healthy for both companies with the gearing showing ability to sustain further debt;
· Both companies appear to have a strategic aim of growth shown by the retention of dividends in the business to fund further growth or possible acquisitions.
It is good investment practice to have a diverse portfolio of investments.  ABC Limited and XYZ Limited are two companies in the same market so generally it is recommended that the investment fund buy shares in only one of these companies.
Consideration should be given to obtaining earlier financial statements and other financial information if available, and analysis be performed on that data.  
Based on the relevant points brought out above, I recommend that the Fund invest in ABC Ltd but not in XYZ Ltd, assuming such shares are available.  
(c)  Limitations
The findings from the analysis are limited as the numerical data is based on the financial statements which are inherently flawed.  The data used from these statements is old and the comparative data is twelve months older than that.  The businesses may have changed significantly over the months following the accounts year-end and these changes have not been factored in to the recommendations.  Reliable forward looking information would be of greater relevance in the decision making.  
The basis of the financial statements also has to be questioned.  The statements and other documents which make up UK Generally Accepted Accounting Principles (UK GAAP) govern how the numerical information in the statements is calculated and how it is presented.  Many of the standards allow for a number of optional ways in which some information is calculated e.g. SSAP 9– Stocks and Long Term Contracts allow for the valuation of stock to be valued on a number of bases, being First In First Out (FIFO) or Average Cost (AVCO) which give different results.  Companies need to be consistent in their use of a particular option to make comparisons on a year by year basis possible, but a comparison to the statements of other companies (as is the case here) may be flawed if the accounting policies and optional treatments are different.  This will impact on the conclusions drawn from an analysis of such information.
Convergence through a new set of principles, International GAAP, is intended to give harmonisation of accounting information across the major world economies in the longer term.  With the introduction of an EU version of International GAAP, and the retention by each country of its own GAAP for non-listed companies, it could be argued that there is currently a confusion of different accounting systems across the world as well as in each country.  This makes the comparison of financial information across borders, difficult.
Financial statements are compiled using the accruals basis, meaning that revenues and costs are matched, irrespective of whether the associated cash flows have occurred.  Although this method of presenting such information is of greater value to accountants and other financial professionals, the concepts and resulting statements may not be fully understood by non-financial professionals, and worse still may result in misinterpretation leading to poor decision making by business.
Financial statements focus mainly on monetary information with little attention paid to non-financial costs of a business’ operations.  Social and environmental costs are not reported e.g. the effects of redundancies, ecological disasters, social benefits, etc.
A short term view is taken in the Statement of Financial Position with assets and liabilities reported only for a period less than twelve months (Current assets and liabilities) or greater than twelve months (long term assets and liabilities).  There is little effort to report items in greater period detail thus limiting analysis.
Human resources who generate revenues over long time spans are not treated as assets of the business, indeed they are treated as costs.  This does not add to the quality of analysis as a user of the statements will not be informed of data relating to such assets e.g. the skill and professional levels of the staff, staff turnover, and length of service or staffing structures.  Awareness of such knowledge would inform the decisions taken on the basis of such analysis.
There is also a financial cost to the business of producing the financial statements.  Although based on the same base data, the financial accounting will run alongside the vital management accounting function following different principles and formats, thus limiting the use of the financial accounting information in the decision making processes.
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