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Executive Summary
This report is an analysis and understanding of McLaren Group for the possible consideration of a JV. The methods chosen to undertake this consideration are around the use of business financial ratios, such as profitability, leverage, Liquidity, Activity, Investor ratios. The supporting information has been provided by McLaren and other reputable third-party holders of financial and business information on McLaren (see appendices for McLaren Financial Statements and supportive financial ratios). The conclusion reached are based upon past results following McLaren through a volatile period into 2019-2020 onwards, through a major reduction in business turnover resulting in external shareholder’s investment to be paid back over a five-year period, sale of parts of the business, withdrawal in partnership commitments and a sizeable reduction of cars produced over this period. 
A JV with McLaren is both risky, but opportunistic, based upon market potential (not in this report) and there is genuine opportunity to become a key partner in this space. However, with McLaren financially obligated to pay back new investor debt until 2025, and strong growth in the Far East for its cars, it faces a risky period of trading through Brexit where 70-80% of the business exports are traded in non-Sterling whilst it is not well placed to survive another pandemic or recession due to lack of liquidity. With short-term bounce back of sales, predicted to fall sharply in again in 2023 and McLaren forecast to trade negatively for the next few years, it does not look the best collaborative environment for any minor JV partner. However, the ratio analysis does not cover every part of McLaren’s business, it is recommended additional market sector reports, semi-conductor supply risks, wider economic forecasts, further understand the opportunity for specific sector vehicle electrification and, look closely to competitors’ business models for larger affiliate partner engagement into developing future vehicles. The conclusion is based upon past and current information and does not include future performance, as there is limited detailed information made available by McLaren. Some of accounting information also remain unaudited.
 
Introduction 
McLaren are a UK household name for luxury sports cars. With a presence at Formula One, their success has been steady since their innovation introducing carbon fibre to motor sport in 1981 (Jacklin, 2021). This design-technology success has continued to this date with McLaren setting up R&D facilities in Sheffield next to the AMRC, developing new lightweight weave composite materials for new monocoque designs alongside Boeing’s advanced R&D. 
The departure of Mike Flewitt, McLaren CEO has opened further opportunity with the arrival of Michael Leiters in August 2021. However, the very survival of business was at risk over the pandemic, seeing massive changes in revenue drop offs, forcing McLaren to seek external additional capital investment through a share investment of £300m in Q1, 2020. 
The re-positioned company looks forward into the future with a new roadmap with a stronger business plan and portfolio. Initial figures from 2021 look improved over the previous year. The loosening of the previous management and financial structures has now provided the opportunity to maybe look at more diverse opportunities and expansion for the businesses to begin to compete (and close the gap) with other premium brands like Mercedes, Lamborghini and Ferrari and taking it further towards electrification opportunities. 

Review financial viability and sector risks 
What happened over the last couple of years for McLaren has highlighted how vulnerable smaller volume car manufacturers are to sudden events. Trading with a lack of leverage asset options and suddenly forced into capital borrowing to stay afloat, the refinance of the HQ building is one good example of an asset used to lever capital. McLaren is a small Worldwide niche player amongst stronger and larger financed competitors in this sector, such as BMW, Ferrari, Porsche etc... In addition, it operates a significant part of its operations in formula one motor racing which is very high risk, based upon vehicle performance, driver success, which all affect brand confidence, income and share price. The loss of majority share control in 2020 for the racing group may also have future implications for investment control.
A competitor Williams Engineering has also struggled through this period resulting in eventual acquisition by an Australian mining company Fortescue for £164m in early 2022. The technology gap between Formula One fossil fuel cars and electric cars has left many traditional car manufacturers and technology operators stranded financially (Goetzel, 2022) or, very late to react to the rapid electrification adoption (Liu, 2022), some seeking collaborative development partners to close the technology gaps. 
The risk to McLaren is significant, failure to further invest in electric drive technologies at time of mass energy transition for the whole industry not just into electric cars but other wider opportunities such as Formula E (Sturm, 2018) that will compete directly with McLaren’s Formula One revenue stream in the future. 
There is also a concern over semi-conductor supply chain risks, already having huge impact on volume car industry (Kaur, 2021). As a technology driven business this needs careful monitoring.
McLaren’s inability to pay dividend on its shares may also make wider external investors consider other opportunities in the motoring sectors, further weakening direct investment appeal. 
The future growth of Formula E poses a bigger risk to McLaren (Smith, 2022), (Nicholls, 2022), the sale of the loss-making Applied business and possible move away from the LUCAS technology partnership would suggest that there is something further planned internally. The arrival of new management will be keen to make positive changes. In a corporate ‘clearing of the decks’ and with a reduction in the workforce suggests there may already be partnership ahead, as electrification is an area just too important not be involved in. However, as this report is compiled in May 2022, there is no information available to support this. 
McLaren is also vulnerable to Far East / Middle East full take-over or further asset-stripping internationally due to UK Sterling’s projected fall alongside low UK growth predicted in 2023- and single-digit low sales for McLaren. There is no indication of other JVs, partnerships or takeover as I write this report.

Why do we use ratios?
The adoption of financial ratios is used to understand the relationship between consecutive data, comparing current with retrospective data for showing financial trends or cycle patterns, within any business able to provide this data. (Hosaka, 2019) It can be an early indicator of possible irregularities in a business or show incremental improvements over time. (ULBERT, 2022),  (P.P. Biancone, 2017), (Nuryani, 2016).
Business ratios can be useful towards understanding how well as business is run. It can also be a benchmark test to compare against other businesses in the same sector. It can be used to measure profitability, liquidity, operational efficiency and solvency (CIMA, 2021).

There are several basic financial group ratios used in this analysis:

Proftability – Gross Profit Margin - indicates how profitable a business is based upon its gross profit and sales. McLaren profitability was reduced in 2020 from 2019 by over half. This was a result of COVID and the consequences of reduced turnover and gross profit. Operating profit – a profit from business operations; gross profit minus operating expenses before deducting interest and taxes.
McLaren Operating Profit was reduced in 2020. In the case of McLaren, overall revenue has reduced to a third of its 2019 sales generation of £1.4bn to just under £0.5bn in 2021. This with costs of sales deducted has resulted in an overall loss for the last 3 years, peaking in 2020 at (£641m). This significant dip in profits required McLaren to seek financial assistance through a share offering to be repaid over 5 years from Q1 2020. Net Profit Margin - The net profit margin provides the amount each £GB in revenue collected by McLaren translates into profit. In a similar pattern this dropped from a slightly negative percentile to -83% which is catastrophic over that period. Return on Assets -
is an indication of how profitable a company is in relation to its assets. During 2019 this dropped to 1% before falling double digit negative into 2020. Return on Equity - is considered the return on net assets. During the 2019 – 2020 period starting with in both years with a negative net income – improves during 2020 as shareholder equity improves (Global, 2022). 

Leverage ratios – is an indicator of how a business uses debt. Too much leverage can cause risk of bankruptcy, whilst if it is used to invest can be an effective lever for increasing profitable returns. With McLaren the debt-to-equity ratio reduced slightly from 2019 into 2020, this did include the shares, so ensured underlying figures are steady and the decision to raise capital was right for the overall business urgent requirements. Earnings before tax dropped significantly in 2020 incurring interest charges through this debt, resulting in a poor interest coverage ratio. Debt Equity ratio - indicates the relative proportion of shareholders' equity and debt used to finance a company's assets. Currently McLaren’s ratios are above 1.0 and hugely exposed to its liabilities and debt. Interest coverage – is how easily a company can pay interest due on its outstanding debt. McLarens situation in 2019 was very unsustainable and improved significantly but remains onerously high overall. This improving situation may well turn this ratio positive given the trend of these figures in the coming years (Rashid, 2018).

Liquidity ratios – indicate if the company has enough cash to cover its bills. The Current Liquidity Ratios for McLaren continued at around 0.8 or 80% of assets to debt. The reduction of assets was offset by a reduction of stock which was a direct consequence from COVID. The dealers were able to use existing vehicle stock and therefore offset the pandemic lower car production period to maintain supply, as overall vehicle production was greatly reduced in 2020. Total liabilities were reduced by over £100m, but overall liquidity ratios are low due to the level of liabilities. Quick Liquidity Ratios - If the ratio is 1 or higher, that means that the company can use current assets to cover liabilities due in the next year, sadly, in neither 2019 nor 2020 this was not the case leaving the company at high risk of bankruptcy (Kariyawasam, 2019).

Activity ratios – Lower daily revenue created a higher Day Sales Outstanding (DSO) in 2020, this was mainly created by weaker revenue in 2020 caused by lower sales due to shutdown of production and slower sales. Outside of the shares issue, overall debtors were reduced. Turnover of inventory is the rate that inventory stock is sold, used or replaced. In 2020, overall stock inventory was reduced, and the cost of goods sold was also significantly reduced, this was a consequence of lower vehicle production and therefore internal cost reductions as well. Days Payable Outstanding (DPO) indicates the number of days a company takes to pay its invoices to its trade creditors. Even though creditor levels were reduced by around 40% this was offset by a lower cost of goods resulting in a comparable ratio to 2019 (Curto, 2022). 

Investor ratios – Earnings per Ordinary Share In 2019, this was already extremely low falling below a payable dividend. During the re-financing Q1 2020, this further eroded any share dividend options. McLaren have now stated that they will not be paying out a dividend for the next 5 years due to the additional share raise repayments. The implications for this are that it may deter institutional or private investors from investing into McLaren shares until then. The revenue and profit for McLaren will be very important up to 2025 for maintaining the share price. Dividend Cover – Is made up from earnings and dividends per share, as previously noted this is not measurable due to losses and poor earnings per share. Price per earnings ratio indicates a company's share price to its earnings per share. The high P/E ratio in 2019 indicates that McLaren was potentially overvalued with very low earnings per share, indicating a point for the business to require additional capital or it could have been a period of investment before a jump in a company share price. Dividend Yield Ratio - a ratio between the current dividend of the company and the company’s current share price – this represents the risk inherently involved in investing in the company. The resultant inability to create this ratio should send alarm bells ringing! 

Efficiency ratios – Efficiency ratios, are used to measure the performance of a company's current performance or very short-term performance. This should be considered as part of the whole of the next annual reports figures. To include interim figures into 2021 may not be accurate against previous years’ more stable and complete data. Fluctuations and seasonal changes can skew outcomes over the very short term.

Business vs Business 
To consider the JV with McLaren it is important to include the wider competitor’s data. Competitors to McLaren will be able to show industry trends within their data that should mirror some of the challenges within McLaren (Bull, 2007). Although the use of competitors data is not a complete indicator of sector trends only showing a comparable business, equal consideration should be given to the new management team and their past performance as a better indicator for future direction and business focus for McLaren, which suggests improvement within the ratios ahead (Walsh, 2008).
The combination of these ratios shows how close McLaren came to bankruptcy, key indicators showed the business dangerously short of liquidity and badly exposed financially. This was not a business set up to cope with ‘bumps in the road’ and it should learn and welcome new management.
 
Summary 
McLaren’s outlook remains stable, the very short-term sales projection for McLaren looks good. This is also reflected in McLarens improving balance sheet and the decisive measures it took to sure up its survival during the pandemic. However, it does face several negative issues; it’s a small manufacturer in a market dominated by larger luxury car manufacturers who have more resources. McLaren made just over 5,000 - 6,000 units per year on its shared platform which increases risk through commonly used parts failure. During the pandemic manufacturing dropped to 2,000 vehicles highlighting its vulnerability to shocks. McLaren revenue is 80% outside the UK making currency exchange a further profit-risk on profits with Brexit. 
The creation of £370 million preference shares to be repaid over a 5-year period in addition to a £150 million loan ahead of the shares pay back to regain equity, there is also a sale and payback on the £170 million HQ and the sale of McLaren Applied as well continued long-term investment into racing.  
With industry leaders moving towards electrification, the opportunity for McLaren JV is strong (Nippa1, 2019). The recent sale of McLaren Applied may have provided a clearing space for what happens next (Kwok, 2019). Applied provided some of the next generation of technology for what McLaren may need next to move forward, electrification, connectivity, telemetry, control and analytics.
The position of the business’ ambition as a leading electric car developer is uncertain, it produced the first hybrid in 2021 which was generally well-received. Further capital investment to expand research and development in this sector would expose the share price as it would need further development capital on top of the recent capital raises. The sales of some of its innovation in the sector through McLaren Applied opens direct opportunity for new JV entrants alongside the brand. 
The McLaren brand is reliant on constant new development, it is predicted to create rises in revenue into 2024, but revenue with a drop to single digits in 2023. However, there is no share dividend until at least 2025 when the share investment capital is due to be fully returned. The capital raise states there is now no opportunity for further business acquisitions by McLaren until after 2025, further strengthening the bargaining positioning for any successful third party for a JV with McLaren. 
This report’s recommendation would be wait until 2024 to see how McLaren returns the investment payback on its borrowing due back by 2025. This is only achievable through a period of successful trading. The lack of re-investment in electrification may be damaging for the business short term, but the risks are too great for McLaren raise further capital on top of its existing debts. It also has lost majority control of it racing group in 2020, which would limit investor appeal from either McLaren or a new third party looking for further racing investment for equity.

An alternative to JV could be a series of short commercial project engagements over the next 3 years, small paid technology projects that contribute to McLarens electrification pathway that would bring trust and build long term knowledge sharing potential to work with McLaren in the long term. 
Exposure to a recession or another shock, war or pandemic before 2025 may be difficult to overcome, and substantially weaken McLaren further in terms of liquidity. Predicted future cash flow and EBIT remain negative by 2024. This would ultimately risk any co-investment capital and reduce McLarens ability to further support any JVs. 
For a smaller third-party business in any JV, this could hamper any pivot options into finding alternative market solutions or scaling for bigger penetration prospects, by operating with currently, a relatively small luxury low volume car manufacturer such as McLaren within a landscape of bigger niche competitors. 

Conclusion 
The conclusion is not straight forward, the business is certainly operationally constrained into the near future. The successful repayment of share investment will decide the future options for this business; however, the underlying financial management appears sound, well-structured and reactive to the existing situation. New capital has been raised quickly to avoid catastrophe and used to keep the business active in most core areas. 
The wider risk to McLaren is a detachment from some its important new developments, and the next few years can still be a period of great recovery subject to the ambitions of the management and shareholders. 
The opportunity for JV is strong, being able to provide the right technologies into McLaren at this time should reward long term. But there is considerable risk. With McLaren’s lack of liquidity within rigid investment repayment, it doesn’t leave much room for error, a recession or other pandemic may be more difficult to overcome. There are also potential Brexit currency risks to profit with over 50% of parts imported and semi-conductor supply from the Far East. As a possible minor partner in any JV, this report would not therefore recommend going ahead until borrowing and long-term vehicle development indicate a more solid base to build from, perhaps at the earliest in 2024 to revisit the financial progress of McLaren.  

Appendices 
McLaren Share Price 2018-2022
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Financial Statement Notes

All McLaren supportive financial materials can be downloaded here: 

https://investors.mclaren.com/investors/group-news/year/all

https://investors.mclaren.com/investors/result-centre/year/2022

https://investors.mclaren.com/investors/result-centre/year/2021

https://investors.mclaren.com/investors/result-centre/year/2020

https://investors.mclaren.com/investors/result-centre/year/2019
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