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Introduction




[bookmark: _GoBack]The following lines will make a financial analysis of a company operating in the world of tourism and in particular the hotel industry. The company is called FFION LIMITED.
Let's first say what financial analysis is and why companies do it.
Financial analysis is very important for every company, because through this analysis the company can see whether its management approach is in the right direction or there are some gaps that need to be corrected. financially, whether it works at a loss or a profit. And it is good for every company or business to do such an analysis every two or three years. Now let's see how our company has done in a year.

































Calculation of Financial Ratios for Ffion Ltd.


Profitability Ratios 

a) Gross Profit Margin

The Gross Profit Margin is a key measure of profitability and is calculated by dividing the Gross Profit by Sales and multiplying by 100:

Gross Profit (2017) = 2100 / 9000 x 100 = 23.33%
Gross Profit (2018) = 1850 / 9500 x 100 = 19.47%

We can see that over the second financial year (2018), there has been almost a 4% decrease in Gross Profit margin for Ffion Ltd., where more sales have been made, but with lower profit. This means the cost of goods sold could be higher during 2018. 

b) Net Profit Margin

Net Profit Margin is calculated by dividing Net Profit to Sales and multiplying by 100:

Net Profit (2017) = 623 / 9000 x 100 = 6.92%
Net Profit (2018) = 307 / 9500 x 100 = 3.23%

We can see more than 50% decrease in the Profit Margin between the 2 years, speaking for a rise in expenses. This means the financial management would have to compare lines in the profit and loss statement to view areas that need expenditure reduction. 

c) ROCE (Return on Capital Employed)

ROCE is calculated from the profit before interest divided by total assets less current liabilities, multiplied by 100:

ROCE (2017) = (623 + 10) / 2684 x 100 =23.58%
ROCE (2018) = (307 + 9) / 3014 x 100 = 10.48%

Ffion Ltd. Accounts just above 13% decrease over the 2-year period, which means that the higher percentage in 2017 could be due to the organisation investing more of its profits back into the firm. Consistency is key for this ratio and looking at the cash flow would be a benefit to determine factors of the decrease in 2018. 

d) Asset Turnover 

Asset Turnover is calculated from Sales divided by Total Assets less current liabilities 

Asset Turnover (2017) = 9000 / 2684 = 3.35%
Asset Turnover (2018) = 9500 / 3014 = 3.15%

What this means, is that, for every pound worth of assets, Ffion Ltd. generated £3.35 worth of revenue for 2017 and £3.15 for 2018, respectively. What this shows is that, the company has decreased its revenue for the latter year, as it has been more asset-intensive over 2018.

e) Fixed Assets Ratio

Fixed asset ratio is calculated from the sales turnover divided by fixed assets:

Fixed Assets Ratio (2017) = 9000 / 1700 = 5.29
Fixed Assets Ratio (2018) = 9500 / 1750 = 5.43

To consider this asset ratio high or low, it would be best to compare with other peer companies in the industry, but this generally means, that for every pound invested in fixed assets, Ffion generated £5.29 for 2017 and £5.43 respectively. 

f) Working Capital Turnover 

Working Capital turnover is calculated from sales divided by net current assets:

Working Capital Turnover (2017) = 9000 / 984 = 9.14
Working Capital Turnover (2018) = 9500 / 1264 = 7.52

This ratio reveals how efficiently capital is used in the day to day trading operations and shows short-term financial health. High result for this ratio is not always a good thing, because it could indicate that there is too much stock or that excess cash is not being invested. By looking further into the above will determine which, indeed, is the factor.

Liquidity Ratios  

g) Current Ratio

Current Ratio or “Working Capital” ratio is calculated from the current assets divided by the current liabilities:

Current Ratio (2017) = 1839 / 855 = 2.15
Current Ratio (2018) = 2152 / 888 = 2.42 

Similarly, to the Fixed Assets Ratio, it would be good to compare to peers in the industry to determine Ffion’s position here. If the ratio is very high compared to the peer group, it shows that management might not be using their assets efficiently. If it is too low against the peer group, this might indicate a higher risk of destress or default. 
 
h) Debtor Days
Debtor days is calculated by debtors x 365 divided by sales:

Debtor Days (2017) = 649 x 365 / 9000 = 26.32 days 
Debtor Days (2018) = 870 x 365 / 9500 = 33.42 days 

This ratio shows the number of days it takes for Ffion Ltd. To receive its payment from debtors. Although in 2018, it still falls under the acceptable 30-36 days, this area should be monitored closely and evaluated why there is such a high increase in comparison to 2017. 

i) Creditor Days 

Creditor Days are calculated by multiplying creditor to 365 days and dividing by purchases:

Creditor days (2017) = 660 x 365 / 6500 = 37.06 days 
Creditor days (2018) = 690 x 365 / 7700 = 32.70 days 

There has also been a decrease in the number of days it has taken for the organisation to pay its creditors.  This is above the expected payment timeframe of 30 days, which means the company is taking advantage of the trade credit available to them. 

Gearing Ratios

j) Debt Ratio

The debt ratio is calculated from the total debt divided by the total assets multiplied by 100:

Debt Ratio (2017) = (1839 + 150) / (2684 + 855) = 1989 / 3539 = 56.20%
Debt Ratio (2018) = (2152 + 150) / (3014 + 888) = 2302 / 3902 = 58.99%

Debt is not always a bad thing as borrowing can finance growth. Taking on debt can increase earnings beyond the level that would have been possible with shareholder capital. As long as the company is able to increase earnings by greater amount than the costs and interest payments for debt, this will generate value to Ffion Ltd. 

k) Interest Cover 

Interest Cover is calculated from the profit before interest and tax divided by the interest charges: 

Interest Cover (2017) = 633 / 10 = 63.30
Interest Cover (2018) = 316 / 9 = 35.11 

A large interest coverage ratio shows that a Ffion will be able to pay interest on its debt even if its earnings were to decrease.  The company has decreased its coverage to 35.11 which shows that is reducing its ability to pay interest on its debts.




Conclusions about the profitability, liquidity and gearing of Ffion Ltd.

To summarise, the profitability ratios show that there has been a decrease in both the Gross and Net Profit Margins in 2018, compared to 2017. This is due to the increase of Purchases and Increase of Expenses such as salaries, repairs, advertising and others. The ROCE ratio explains the total amount of capital spent for the acquisition of profit. Capital employed is a good way to measure the total resources that Ffion Ltd. has available, and since that figure has drastically reduced, management ought to investigate further why and how this can be improved. Apart from the Fixed Asset Turnover which has increased, the trend is that Ffion has reduced its profitability, and management needs to take measure to reduce costs and increase Sales profits. 

In terms of liquidity, management has to focus here too, as the ratio results show that Ffion has a higher current ratio and increased number of days to receive payment from debtors. The creditor days also show that they are taking advantage of payment terms and need longer to repay their creditors. 

In addition, the gearing ratios show that debt has increased, while the interest cover has decreased, therefore to better the company’s financial position the management should closely monitor those ratios to ensure they are able to repay their debt.

Importance of Financial Ratios for Hotel Management 

Ratio Analysis is a key approach to be taken by hotel management to understand a firm’s financial position and a method to highlight problems or trends. This includes drawing comparisons from line items in a firm’s financial statements (Balance Sheet, Cash Flow Statement and Income Statement). Ratios are a way to draw attention to specific areas which may need appropriate measures to be taken and can help validate whether a company’s leadership is taking the right decisions, where those could be financial, investment or operating-related. 

Therefore, Ratio Analysis provides evaluation for liquidity, operational efficiency and most importantly, profitability. These analyses provide the opportunity to compare figures and understand how they relate to each other, which helps not only for internal company analytics, but also for financial benchmarking within the whole hospitality industry and peer-to-peer comparisons. This allows a company to understand its position at a micro and macro level, thus providing a clear view of where a firm’s place is in the whole economy. 








Benefits and limitations of Ratio Analysis in decision-making within the hotel and tourism industry




Benefits of Ratio Analysis

There are a number of key benefits from ratios for a company:
Define trends – by using financial ratios, a company can calculate specific metrics over a chosen reporting period, which can provide insights into any long-term
a) over a chosen reporting period, which can provide insights into any long-term trends that become visible. A trend can be positive or negative, and understanding either is important to ensure that managers undertake appropriate actions to stabilise or improve their company’s position on the market
b) Industry comparisons – we can use ratios to calculate not only our position, but also that of our competitors, and doing so, shows us where we stand in comparison to them. This can help us evaluate which are the areas of improvement we can focus on and where our competitive advantage lies. Industry comparisons are very important as they can show us if we are able to compete successfully, which can also predict our future potential and profitability.
c) Identify problems – ratios are a beneficial way to find out which areas the company needs to improve on, and can bring key problem areas to the table in financial management discussions and decisions
d) Simplify accounting statements – ratios help understand the results from financial reporting and give insights on profitability, operational efficiency and investment information and study the financial data of a company.
e) Variety of ratios – there is a large variety of financial ratios that can be calculated which the company can benefit from, such as, market value ratios, asset management ratios, capital structure ratios, liquidity ratios, profitability ratios etc. All these categories provide understanding in a certain area, and depending of the company’s focus, any of these categories can be useful for defining trends and targets. 















Limitations of Ratio Analysis

Similar to many of the other financial analyses available, ratio analysis has its benefits, but also has its flaws. Some of these include:

a) A company could try manipulating its financial statements in order to create the financial ratios they would like to represent 
b) Financial ratios do not take into account pricing factors such as inflation, which change the value of money in time. Ratios are mostly calculated using historical figures (this is also due to the nature of financial statements, such as the Income Statement) and they sometimes overlook differences between periods. 
c) Ratio analysis does not take into consideration other factors of a company’s situation, which could be subjective and qualitative, as they only focus on quantitative figures coming from financial reporting. 
d) There are many different ways in calculating financial ratios and a company can define for itself what the most beneficial calculating method for them is. This means that comparisons may not always be relevant and can be flawed, as there is no 1 standard every company is obliged to use, but it is more a decision of a firm’s financial management to decide.
e) Although ratios can provide you with a picture, they do not provide the solution a company needs to take to improve its financial position or influence its future trends. 
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