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Ratio analysis

calculate ratios

use ratios to interpret and
analyse financial statements
from the perspective of
various stakeholders

evaluate possible financial
and other strategies to
improve the values of ratios.
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This chapter covers syllabus section 3.6

Comparing the accounts of the cola giants

How can stakeholders in PepsiCo and Coca-Cola, the world’s two best-known
soft drink businesses, compare their performance? One way is to analyse their
accountingresults. Usingratio analysis —taking aresult and comparingit with
other data-is widely used by shareholders, banks and managers to assess and
compare company performance.

Here are extracts from both companies’ 2009 (end of December, in $ million)
published accounts:

The liquidity of both companies can be assessed by using the current ratio,
and the gross and net profit margin ratios can be calculated from using the
data above. This would be a good starting point in comparing the performance
of these two businesses. But these ratios do not give us the complete picture.
Which company is making more profitable use of the capital invested in it?
Which one seems to handle inventories more effectively? Does Coca-Cola or
PepsiCo manage its payments from debtors better? If a potential shareholder
was planning to buy shares in just one of these companies, which one might
be the better investment?

These and other questions can be answered by further analysis of published
accounts.




Introduction
Whenstudyingacompany’saccountsitiseasytocompare
oneyear’s profit figure with the previous year. Changes in
sales revenue can also be identified — as can differences
from one year to the next in current assets, current liabil-
ities and shareholders’ equity. Similar comparisons can
be made between different companies too. However, in
making these comparisons, one essential problem arises.
Look at the company results of two printing firms:

Nairobi Press Ltd 50

Port Louis Press Ltd ‘ 500

Is Port Louis Press more successful than Nairobi Press?
Are the managers of Nairobi Press less effective? Are the
companies becoming more profitable? Would they make
good investments for future shareholders? Are the strat-
egies adopted by Port Louis Press much more successful
than those of Nairobi Press?

The answer to all of these questions is the same — we
cannot tell from the information given. The only correct
statement that can be made is that one company (Port
Louis Press) made a net profit ten times greater than that
of the other company.

Now look at other information about these two
businesses:

Nairobi Press Ltd ‘ 250
Port Louis Press Ltd | 3200
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Points to think about:

e Would it be sensible to compare these two
companies’ accounts with those from a
construction company? Explain your answer.

Do you think a high level of stocks compared
to the total cost of sales is a sign of good
management or not? Explain your answer.

Why would it be useful for stakeholders to make a
comparison between profits and capital invested
into a business?

The additional data give us a more detailed picture of the
performance of these two businesses in 2010, especially if
we compare the data above with the earlier profit results.
Which management team has been more effective at
converting sales revenue into profit? Accountants make
this assessment by relating two accounting results to
each other in the form of a ratio.

Accounting ratios
There are five main groups of ratios:

profitability ratios

liquidity ratios

financial efficiency ratios
shareholder or investment ratios
gearing ratios.

PROFITABILITY RATIOS

Profit margin ratios

Gross profit margin and net profit margin ratios are used
to assess how successful the management of a business
hasbeenat converting salesrevenue into both gross profit
and net profit. They are used to measure the perform-
ance of a company and its management team.

\' KEY TERMS

gross profit

ross profit margin (%) = =2————
9 P gin (%) salesrevenue

net profit

—————x100
salesrevenue

net profit margin (%) =

Using the two businesses referred to above (all figures for
2010), the gross profit margin may be calculated as follows:

». 7
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Nairobi 125
Press Ltd 250 x100=50%
Port Louis 800 3200 800
Press Ltd 3200><100=250/o

Points to note:

e Port Louis Press’s gross profit margin could be lower
because it is adopting a low-price strategy to increase
salesorbecauseithashigher cost ofsales. The company
mighthave higher material costs or higher directlabour
costs compared to Nairobi Press.

e Port Louis Press’s gross profit margin could increase
its ratio by reducing the cost of sale, while main-
taining revenue — say, by using a cheaper supplier — or
byincreasing revenue without increasing cost of sales —
say, by raising prices but offering a better service.

e Thegross profitmarginisagood indicator of how effect-
ively managers have ‘added value’ to the cost of sales.

e It is misleading to compare the ratios of firms in
different industries because the level of risk and gross
profit margin will differ greatly.

The net profit margin of the two companies may be calcu-
lated as follows:

Nairobi 50 %100 = 20%
Press Ltd 250 ’
Port Louis 500 3200 500 0
Press Ld 3200 < 100=156%

Points to note:

e The profitability gap between these two businesses
has narrowed. Whereas the difference in gross profit
margins was substantial, the net profit margins are
much more alike. This suggests that Nairobi has
relatively high overheads compared to sales, when
contrasted with Port Louis.

e Port Louis could narrow the gap further by redu-
cing overhead expenses while maintaining sales or by
increasing sales without increasing overhead expenses.

e Aswith all ratios, a comparison of results with those of
previousyearswould indicate whether the performance
and profitability of a company were improving or wors-
ening. The net profit margin —and the trend in this ratio
over time — is a good indicator of management effect-
iveness at converting sales revenue into net profits.

['H) HiGHER LEVEL

See Table 23.1 for an evaluation of ways to increase profit
margins.

L EXAMTIPS

Many candidates state that to ‘increase profit margins the
business should increase sales’. This is a poor answer unless
sales revenue can be increased at a greater rate than the
costs of the business.

Many examination questions will ask for methods of
increasing profitability of a business. If the question needs an
evaluative answer, it is very important that you consider at
least one reason why your suggestion might not be effective.

L T—
B @)

Return on capital employed (RoCE)

This is the most commonly used means of assessing the
profitability of a business — it is often referred to as the
primary efficiency ratio.

return on capital employed (%) =

net profit

——— x 100
capital employed

capital employed = (non-current assets+current

assets)—current liabilities OR non-current liabilities
+shareholders equity

From the results below it is clear that the management
of Nairobi Press is more effective at making the capital
invested in the business earn profit.

Nairobi 0
Press Ltd meo 12:3%
Port Louis 500 5,000 500 0
Press Ltd 5000 5000 < 100=10%

Points to note:

The higher the value of this ratio, the greater the return
on the capital invested in the business.
Thereturncanbecomparedbothwithothercompanies
and the RoCE of the previous year’s performance.
Comparisons over time enable the trend of profit-
ability in the company to be identified.
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Increase gross and operating profit margin by
reducing direct costs.

1 Use cheaper materials, e.g. rubber not
leather soles on shoes.

2 Cut labour costs by relocating production
to low labour-cost countries, e.g. Dyson
relocating the manufacture of vacuum
cleaners to Malaysia.

3 Cut labour costs by increasing productivity
through automation in production, e.g. the
Hyundai production line uses some of the
most advanced labour-saving robots in the
world.

4 Cut wage costs by reducing workers’ pay.

1 Consumers’ perception of quality may be

damaged and this could hit the product’s
reputation. Consumers may also expect
lower prices, which may cut the gross
profit margin.

Quality may be at risk - communication
problems with distant factories.
Purchasing machinery will increase
overhead costs (gross profit could rise but
net profit fall); remaining staff will need
retraining - short-term profits may be cut
due to these costs.

Motivation levels might fall, which could
reduce productivity and quality.

Increase gross and operating profit margin by
increasing price.

1 Raise the price of the product with no
significant increase in variable costs,
e.g. BT raising the price of its broadband
connections.

2 Petrol companies increase prices by more
than the price of oil has risen.

Total profit could fall if too many
consumers switch to competitors - this
links to Chapter 27 and price elasticity.
Consumers may consider this to be a
‘profiteering” decision and the long-term
image of the business may be damaged.

Increase net profit margin by reducing
overhead costs.

Cut overhead costs, such as rent, promotion
costs or management costs, but maintain
sales levels, for example by:

1 moving to a cheaper head office location
2 reducing promotion costs

3 delayering the organisation.

Table 23.1 Evaluation of ways to increase profit margins

e The result can also be compared with the return from
interest accounts — could the capital be invested in a

Lower rental costs could mean moving to a
cheaper area, which could damage image,
e.g. of a restaurant.

Cutting promotion costs could lead to sales
falling by more than fixed costs.

Fewer managers - or lower salaries - could
reduce the efficient operation of the business.

_B

bank at a higher rate of interest with no risk?

® RoCE should be compared with the interest cost of
borrowing finance - if it is less than this interest rate,
then anyincrease in borrowings will reduce returns to

shareholders.

e The RoCE can only be raised by increasing the profit-

Current ratio

current ratio =

able, efficient use of the assets owned by the business,

tied up in working capital, then this could be used more
effectively and profitably by investing in other assets.

[ KEYTERM

current assets
current liabilities

which were purchased by the capital employed.

e The method used for the calculation of capital
employed is not universally agreed and this causes
problems for comparisons between companies.

LIQUIDITY RATIOS

These ratios assess the ability of the firm to pay its short-
termdebts. They are not concerned with profitsbutwith the
working capital of the business. If there is too little working
capital, then the business could become illiquid and be
unable to settle short-term debts. If it has too much money

The result can either be expressed as a ratio (2:1, for
example) or just as a number (for example, 2). There is
no particular result that can be considered a universal
and reliable guide to a firm’s liquidity. Many accountants
recommend a result of around 1.5-2, but much depends
on the industry the firm operates in and the recent trend
in the current ratio. For instance, a result of around 1.5
could be a cause of concern if, last year, the current ratio
had been much higher than this.

The current ratios for the printing companies may be
calculated as follows (all figures as at 31 December 2010):

_
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Nairobi 60 30 60
Press Ltd 30 2
Port Louis 240 240 240
Press Ltd 220"

Points to note:

e NairobiPressisinamoreliquid position than Port Louis
Press. Nairobi Press has twice as many current assets as
current liabilities. For every $1 of short-term debts it has
$2 of current assets to pay for them. This is a relatively
‘safe’ position —indeed, many accountants advise firms
to aim for current ratios between 1.5 and 2.0.

e The current ratio of Port Louis Press is more worrying. It
only has $1 of current assets to pay for each $1 of short-
term debt. It could be in trouble in the (unlikely) event
that all of its short-term creditors demanded repayment
at the same time, especially if some of its current assets
could notbe converted into cash quickly. For thisreason,
the next ratio, the acid test, is often more widely used.

e Very low current ratios might not be unusual for busi-
nesses, such as food retailers, that have regular inflows
of cash, such as cash sales, that they can rely on to pay
short-term debts.

e Currentratioresults over 2 might suggest that too many
funds are tied up in unprofitable inventories, debtors
and cash and would be better placed in more profitable
assets, such as equipment to increase efficiency.

e A low current ratio might lead to corrective manage-
ment action to increase cash held by the business.
Such measures might include: sale of redundant
assets, cancelling capital spending plans, share issue,
or taking out long-term loans.

Acid test ratio

Also known as the quick ratio, this is a stricter test of a
firm’s liquidity. It ignores the least liquid of the firm’s
current assets — stocks, which have not yet been sold and
there is no certainty that they will be sold in the short
term. By eliminating the value of stocks from the acid test
ratio, the users of accounts are given a clearer picture of
the firm’s ability to pay short-term debts.

liquid assets

acid test ratio= ——M—
current liabilities

liquid assets = current assets-stocks

The acid test ratios for the printing companies may be
calculated as follows (all figures as at 31 December 2010):

Nairobi 30 30 1
Press Ltd

Port 180 240 0.75
Louis

Press Ltd

(H) WHeRLEVEL

See Table 23.2 for an evaluation of ways to improve liquidity.

Sell off fixed assets for cash -
could lease these back if still
needed by the business.

@ Land and property could be
sold to a leasing company.

@ If assets are sold quickly, they might not raise their true value.
@ If assets are still needed by the business, then leasing charges will
add to overheads and reduce net profit margin.

Sell off inventories for cash -
note: this will improve the acid
test ratio, but not the current
ratio.

@ Stocks of finished goods could
be sold off at a discount to
raise cash.

® Just-in-time (JIT) stock
management will achieve this
objective.

@ This will reduce the gross profit margin if inventories are sold at a
discount.

@ Consumers may doubt the image of the brand if inventories are
sold off cheaply.

@ Inventories might be needed to meet changing customer demand
levels - JIT might be difficult to adopt in some industries.

Increase loans to inject cash
into the business and increase
working capital.

® Long-term loans could be
taken out if the bank is
confident of the company’s
prospects.

Table 23.2 Evaluation of ways to improve liquidity

® These will increase the gearing ratio.
@ These will increase interest costs.

—m
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Points to note:

e Results below 1 are often viewed with caution by
accountants as they mean that the business has less
than $1 of liquid assets to pay each $1 of short-term
debt. Therefore, Port Louis Press may well have a
liquidity problem.

e The full picture needs to be gained by looking at
previous years’ results. For example, if last year Port
Louis Press had an acid test of 0.5, this means that over
the last 12 months its liquidity has actually improved
and this is more favourable than if its results last
year had been 1, showing a decline in liquidity in the
current year.

e Firms with very high inventory levels will record
very different current and acid test ratios. This is not
a problem if inventories are always high for this type
of business, such as furniture retailers. It would be a
problemforothertypesofbusinesses, such ascomputer
manufacturers, where stocks lose value rapidly due to
technical changes.

e Whereas selling inventories for cash will not improve
the current ratio — both items are included in current
assets — this policy will improve the acid test ratio as
cash is aliquid asset but inventories are not.

ACTIVITY 23.1
Use the information in the case study below to answer the
questions that follow.

Has BP plc got enough liquidity to pay its
short-term debts?

The following information is taken from BP plc’s accounts
for the year ending 31 December 2007 (all figures in

$ million). The data have been simplified for ease of
understanding.

Current assets: inventories 26 554; trade receivables
(debtors) 38020; cash 3562.

Current liabilities: trade payables (creditors) 43152;
short-term loans 15394.

20 marks, 35 minutes

1 Calculate BP’s current ratio. [3]
2 Calculate BP’s acid test ratio. [3]
3 Comment on BP’s liquidity. [6]
4 Why would it be useful to BP’s stakeholders to

have liquidity ratio results for the previous year
and for other oil companies? [8]

| EXAMTIP
When commenting on ratio results, it is often advisable to
question the accuracy of the data used and the limitations of
just using a limited number of ratio results in your analysis.
|

ACTIVITY 23.2
Read the case study below and then answer the questions
that follow.

How is my business doing?

Mohammed Ahmed is the chief executive of Ahmed
Builders plc. The company specialises in the quality fitting
out of shops for internationally famous retailers. These
customers demand that work is finished to very tight time
limits, so it is important for Ahmed Builders to keep stocks
of important materials. Mohammed is keen to compare
the performance and liquidity of his company with those
of another building company which does similar work. He
obtained a set of published accounts for Flash Builders plc
and used ratios to help him in the comparison. These were
the figures he used from both companies.

Gross profit (2010) 100 150
Net profit (2010) 20 60
Sales revenue (2010) 350 600
Current assets (as at 31/12/10) 100 150
Inventories (as at 31/12/10) 50 60
Current liabilities (as at 45 120
31/12/10)

46 marks, 75 minutes

1 Calculate two profit margin ratios for both
companies. Show all workings. [6]

2 Comment on the profitability of both businesses.
Should Ahmed be pleased about the performance
of his business compared to Flash Builders? Explain
your answer. [10]

3 Explain and evaluate two ways in which Ahmed
might attempt to increase the net profit margin

ratio for his business. [10]
4 Calculate two liquidity ratios for both businesses.

Show all workings. [6]
5 Comment on your results to question 4. [6]

6 Explain and evaluate two ways in which Flash Builders
plc might be able to improve its liquidity position.  [8]
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FINANCIAL EFFICIENCY RATIOS

There are many efficiency or activity ratios that can be used
to assess how efficiently the assets or resources of a business
are being used by management. The two most frequently
used are stock turnover ratio and debtor days ratio.

Stock (inventory) turnover ratio

In principle, the lower the amount of capital used in
holding stocks, the better. Modern stock control theory
focuses on minimising investment in inventories. This
ratio records the number of times the stock of a business
is bought in and resold in a period of time. In general
terms, the higher this ratio is, the lower the investment
in stocks will be. If a business bought stock just once each
year, enough to see it through the whole year, its stock
turnover would be 1 and investment in stocks high.

\' KEY TERM

stock (inventory) turnover ratio = cost of goods sold

value of stock (average)

This ratio uses average stock holding, that is the average
value of inventories at the start of the year and at
the end.

An alternative formula that measures the average
number of days that money is tied up in stocks is:

value of stocks

stock turnover ratio (days) = Cost of sales / 365

According to the 2010 stock turnover ratio (see below),
Nairobi Press has more effective control over inventory
management—ithasalowerlevel ofinventories compared
to costs of goods sold than Port Louis Press. If Port Louis
Pressintroduced a system of ‘just-in-time’ stock manage-
ment, then inventory deliveries would be more frequent
but smaller in size and this would increase its stock

turnover ratio.
25

Nairobi 125

125 _4
Press Ltd 25
Port Louis 2400 600 2400
Press Ltd 600 =4

Points to note:

e Theresultis not a percentage but the number of times
stock turns over in the time period — usually one year.

e The higher the number, the more efficient the
managers are in selling stock rapidly. Very efficient
stock management —such as the use of the just-in-time
system — will give a high inventory turnover ratio.

e The ‘normal’ result for a business depends very much
on the industry it operates in — for instance, a fresh-
fish retailer would (hopefully) have a much higher
inventory turnover ratio than a car dealer.

e For service sector firms, such as insurance companies,
this ratio has little relevance as they are not selling
‘products’ held in stock.

Debtor days ratio

This ratio measures how long, on average, it takes the
business to recover payment from customers who have
bought goods on credit — the debtors. The shorter this
time period is, the better the management is at control-
ling its working capital.

(' KEY TERM

debtor days (days’ sales in receivables)

_ trade debtors (accounts receivable)
sales turnover

x 365 (days)

It can also be calculated by using total credit sales, thus
excluding sales for cash from the calculation — which
could be explained as being more accurate, as cash sales
will never lead to debtors.

The printing companies’ debtor days have been calcu-
lated as follows:

Nairobi 75 250

75 x 365
Press Ltd YT =109.5days
POft. 600 3200 600 x 365 — 875davs
Louis 3200 Yy
Press Ltd
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This result shows that both companies give their
customers a very long time to pay debts. Perhaps the
printing market is very competitive in these cities and
to gain business, long credit periods have to be offered.
Debtor days ratios as high as these put a great strain on
companies’ working capital requirements.

Points to note:

e There is no ‘right’ or ‘wrong’ result — it will vary from
business to business and industry to industry. A busi-
ness selling mainly for cash will have a very low ratio
result.

e A high trade debtor days ratio may be a deliberate
management strategy — customers will be attracted

ACTIVITY 23.3
Read the case study below and then answer the questions
that follow.

Pakistan State Oil Company Ltd (PSO)

A sharp fall in the world price of crude oil at the end of
2008 caused PSO to record a large loss in the last three
months of the year. The following table gives some
accounting ratio results for PSO as at 10 February 2008:

13.1

2.93%

14.78%

to businesses that give extended credit. However,
the results shown above are higher than average for
most businesses and could result from poor control of
debtors and repayment periods.

e Thevalueofthisratiocouldbereducedbygivingshorter
credit terms — say, 30 days instead of 60 days — or by
improving credit control. This could involve refusing
to offer credit terms to frequent late payers. The impact
on sales revenue of such policies must always be borne
in mind - perhaps the marketing department wants to
increase credit terms for customers to sell more, but
the finance department wants all customers to pay for
products as soon as possible.

| 1.1 | 0.6 | 15.6

1o convert this to the number of days debtors are given to pay, divide this figure into 365.

Source: http://www.PSOPK.com

Pakistan State 0il facilities

20 marks, 35 minutes (plus research time)

1 Use the internet link above to compare the latest ratio
results for PSO with those in the table above.

2 Evaluate the performance of the business over the
time period between the two sets of ratios. [10]

3 Use the internet to research the accounting ratios
of another oil company - perhaps one that operates
in your country. Compare these ratio results with
those for PSO in the table above. [10]
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Creditor days ratio
This measures how quickly a business pays its suppliers
during the year.

{" KEY TERM

trade creditors

creditor days ratio = credit purchases

The printing companies’ creditor days ratios are as
follows:

Nairobi

Press Ltd 100 == x365=91days
Port LOU|s 250 1125 250

Press Ltd 1125 x 365=281days

Points to note:

e Ahigh number of days reduces the firm’s cash outflow
to pay suppliers in the short term.

e Suppliers may object to not being paid promptly and
may offer less discount and support the business less
when it needs rapid deliveries.

SHAREHOLDER OR INVESTMENT RATIOS

These are of interest to prospective investors in abusiness.
Buying shares in a company has the potential for capital
gains by the share price rising. In addition, companies
pay annual dividends to shareholders unless profits are
too low or losses are being made. The shareholder ratios
give an indication of the prospects for financial gain from
both of these sources.

Dividend yield ratio
This measures the rate of return a shareholder gets at the
current share price.

\" KEY TERMS

dividends the share of the profits paid to shareholders as a
return for investing in the company

share price the quoted price of one share on the stock
exchange

dividend per share

dividend yield ratio (%)= Current share price

total annual dividends

dividend per share =
P total number of issued shares

Shareholders in Nairobi Press are earning a higher return
on their investment than if they had bought shares in
Port Louis Press:

Nairobi 140 0.15 $1.50

S015_ gy
Press Ltd $1.50
Port 140 200 0.70 $10.00 0.70
Louis $10.00 "
Press Ltd

Points to note:

e If the share price rises, perhaps due to improved pros-
pects for the business, then with an unchanged divi-
dend the dividend yield will fall.

e Ifthe directors propose an increased dividend, but the
share price does not change, then the dividend yield
will increase.

e This rate of return can be compared with other invest-
ments, such as bank interest rates and dividend yields
from other companies.

e The result needs to be compared with previous years
and with other companies in a similar industry to
allow effective analysis.

e Potential shareholders might be attracted to buy
sharesin a company with ahigh dividend yield aslong
as the share price is not expected to fall in coming
months.

e Directors may decide to pay a dividend from reserves
even when profits are low or a loss has been made in
order to keep shareholder loyalty.

e Directors may decide to reduce the annual dividend
even if profits have not fallen in an attempt to increase
retained profits — this could allow further investment
into expanding the business.

e A high dividend yield may not indicate a wise invest-
ment — the yield could be high because the share price
has recently fallen, possibly because the stock market
is concerned about the long-term prospects of the
company.
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Earnings per share ratio
This ratio measures the amount that each share is
earning for the shareholder. This can then be compared
with the price of the share — and compared also with
other companies’ data.

(' KEY TERM

earnings per share profit earned per share in the company

profit after tax
~ fotal number of ordinary shares

GEARING RATIO

This measures the degree to which the capital of the busi-
ness is financed from long-term loans. The greater the
reliance of a business on loan capital, the more ‘highly
geared’ it is said to be. There are several different ways
of measuring gearing, but this is one of the most widely
used ratios.

(' KEY TERM

long-termloans

. ti Y%)=—"72———"—
gearing ratio (%) = capital employed

x100

Nairobi Press is less dependent on long-term loans to
finance its assets than is Port Louis Press — see below.
This is a safer business strategy — but could the directors
of Nairobi Press be missing some potentially profitable
investment opportunities by their reluctance to increase
debts? On the other hand, if interest rates and company
profits fell as a result of a recession, then the directors of
Port Louis Press might start to regret their decision to
raise finance from debts.

Nairobi

— 0,
Press Ltd 400 = 10%
Port Louis 2000 5000 2000 _ 4000
Press Ltd 5000

Points to note:

e The gearing ratio shows the extent to which the
company’s assets are financed from external long-
term borrowing. A result of over 50%, using the ratio
above, would indicate a highly geared business.

e The higher this ratio, the greater the risk taken by
shareholders when investing in the business. This risk
arises for two main reasons:

O The larger the borrowings of the business, the more
interest must be paid and this will affect the ability
of the company to pay dividends and earn retained
profits. This is particularly the case when interest
rates are high and company profits are low - such as
during an economic downturn.

O Interestwill still have to be paid —but from declining
profits.

e Debts have to be repaid eventually and the strain of
paying back high debts compared to capital could
leave a business with low liquidity.

e A low gearing ratio is an indication of a ‘safe’ busi-
ness strategy. It also suggests that management are
not borrowing to expand the business. This could
be a problem for shareholders if they want rapidly
increasing returns on their investment. The returns
to shareholders may not increase as they might for
a highly geared business with a vigorous growth
strategy. Shareholders in a company following a
successful growth strategy financed by high debt will
find their returns increasing much faster than in a
slower growth company with low gearing.

e The gearing ratio of a business could be reduced by
using non-loan sources of finance to increase capital
employed, such as issuing more shares or retaining
profits. These increase shareholders’ funds and capital
employed and lower the gearing ratio.

Ratio analysis - an evaluation

All of the external and internal users of accounts could
find ratio analysis of great help when studying the degree
of success of a company’s strategy. The ratios we have
considered are widely used by company analysts and
prospective investors before making assessments and
taking important decisions on:

whether to invest in the business

whether to lend it more money

whether the profitability is rising or falling

whether the management are using resources
efficiently.
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ACTIVITY 23.4

Look at the table below, which compares data from two
furniture manufacturers, and then answer the questions
that follow.

Financial efficiency and gearing ratios

Company X

1120 1575

Company Y \ 150 \ 750

28 marks, 50 minutes

1 Calculate for both companies:
a debtors days ratios
b stock turnover ratio
¢ gearing ratio.
Show all workings. [12]

2 Company Y is planning to invest in a new expansion
project costing $75 million.
a Would you advise the business to raise all of
this finance by selling off stock and reducing its
inventory levels? Explain your answer. [4]

However, as with any analytical tool, ratio analysis needs to
be applied with some caution as there are quite significant
limitations to its effectiveness. These will now be consid-
ered to allow a full evaluation of this approach to be made.

LIMITATIONS OF RATIO ANALYSIS

1 One ratio result is not very helpful - to allow mean-
ingful analysis to be made, a comparison needs to be
made between this one result and either:

e other businesses, called inter-firm comparisons or
e other time periods, called trend analysis (see
Figure 23.1).

2 Inter-firm comparisons need to be used with caution
and are most effective when companies in the same
industry are being compared. Financial years end at
different times for businesses and a rapid change in the
economic environment could have an adverse impact
onacompany publishingitsaccountsinJune compared
to aJanuary publication for another company.

3 Trend analysis needs to take into account changing
circumstances over time which could have affected
the ratio results. These factors may be outside the
companies’ control, such as an economic recession.

%

1460 \ 2050 \ 1025

b Would you recommend Company Y to finance
this expansion with a bank loan? Explain your
answer. (8]

3 Recalculate the new gearing ratio. (Hint: you must
increase both long-term loans and capital employed

by the amount of the increased loan.) [4]

25
20
15 1
10

5 -

0 .

2004 2005 2006 2007 2008

Figure 23.1 An example of trend analysis: BP’s return on capital
employed
Source: http://www.investis.com/bp

4

As noted above, some ratios can be calculated using
slightly different formulae, and care must be taken
only to make comparisons with results calculated
using the same ratio formula.
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5 Companiescanvaluetheirassetsindifferentways,and
different depreciation methods can lead to different
capital employed totals, which will affect certain ratio
results. Deliberate window dressing of accounts would
obviously make a company’s key ratios look more
favourable — at least in the short term.

6 Ratios are only concerned with accounting items to
which a numerical value can be given. Increasingly,
observers of company performance and strategy are
becoming more concerned withnon-numerical aspects
of business performance, such as environmental audits

ACTIVITY 23.5
Ratio analysis
42 marks, 75 minutes

1 Make a list of the ratios which would be of most use to:
a managers of a company
b the workforce of a company
¢ prospective shareholders of a company
d bankers of a company.
Justify your selection in each case. [12]

and human rights abuses in developing countries that
the firms may operate in. Indicators other than ratios
must be used for these assessments.

Ratios are useful analytical tools, but they do not solve
business problems. Ratio analysis can highlight issues
that need to be tackled - such as falling profitability or
liquidity — and these problems can be tracked back over
time and compared with other businesses. On their own,
ratios do not necessarily indicate the true cause of busi-
ness problems and it is up to good managers to locate
these and form effective strategies to overcome them.

2 Look as the table below. Using the data taken from
the published accounts of two construction companies,
calculate as many of the profitability ratios, financial
efficiency ratios and liquidity ratios for 2010 as you
have information for. All figures are in $ million.  [14]

3 Using your results, compare the performance,
efficiency and liquidity of these two businesses. [8]

4 Assess the limitations of the ratio analysis you have
just undertaken. [4]

5 Explain what additional information would be
useful when making this comparison. [4]

A 3000 1500 1200 1400

1100 750 4000 400

200 50 70

@ THEORY OF KNOWLEDGE

‘You just needed to look at the figures: sales were rising, profit
margin was good and return on capital was the best in the
industry. So it was a bit of a shock when ARL Leisure went into
administration. Accounting irregularities, directors making
figures look good to drive up the share price and good old-
fashioned fraud were at the heart of ARL's problems.’

75 25 300 35

Examine the role of evidence in making judgements about
an organisation’s performance.

To what extent does financial gain lead to unethical prac-
tices in organisations?




Ratio analysis

| OVER TO YOU

REVISION CHECKLIST

1

10

How is the return on capital employed ratio cal-
culated and what does the result indicate about
a business?

Explain two ways in which directors of a carpet
manufacturing business could attempt to increase
its RoCE ratio.

Explain to a manager what the financial efficiency
ratios could tell her about the business.

Analyse why, with examples, it is difficult to make
a realistic comparison between the stock turnover
ratios of companies in different industries.

Why would introducing just-in-time inventory
control be likely to reduce the stock turnover ratio for
a car manufacturer?

Would you advise a prospective investor to analyse
the shareholder ratios before purchasing shares in a
company? Explain your answer by referring to three
ratios.

Explain how a high gearing ratio might lead to high
shareholder returns in the future.

Would you advise a business to attempt to raise or
lower its gearing ratio during a period of economic
uncertainty with rising interest rates? Explain your
answer.

What is meant by:

e trend analysis of accounts and

e inter-firm comparisons?

Explain two drawbacks to using accounting

ratios to assess the performance of one business
compared to another.

Asoftdrink manufacturer operates in a very competi-
tive market. The business currently has low liquidity
levels. Would you advise the business to offer longer
credit periods to retail store owners who buy large
quantities of its drinks? Explain your answer.

REVISION ACTIVITY 1
Read the case study below and then answer the questions
that follow.

Habib Manufacturing Ltd

Habib Manufacturing Ltd produces a range of saucepans

and cooking pots. The saucepans and pots are mainly sold
through mail-order catalogues. Since becoming managing
director of the family business four years ago, Asif Habib has
taken the following decisions:

e New machinery has been purchased leading to higher
than expected staff retraining costs. Half of the neces-
sary finance was borrowed. The government recently
announced higher interest rates to deal with inflation.

e Cheaper raw materials and components were bought in,
with orders only taking place twice a year, to maximise
scale economies.

e Advertising and promotional expenses were doubled in
efforts to increase sales.

e Payments to suppliers have been delayed.

Despite these changes, the overall performance of the
business is not encouraging. Habib has asked the company
accountant to prepare the following ratios:

Return on capital 15 9 7
employed (%)

Gross profit margin (%) 38 42 43
Operating profit 20 15 12
margin (%)

Stock (inventory) 5 4 3
turnover

Current ratio 2 1.5 1.4
Acid test ratio 1.5 0.9 0.4

Habib Manufacturing Ltd: ratio analysis of accounts 2008-10

Asif has two more plans. His first idea is to increase the
prices of the most popular range of saucepans and pots.
This will aim these products at higher-income segments of
the market.

His second plan is to relocate the factory away from its
expensive site near the city centre. This site could be sold
and a new factory on the edge of the city would be built.

30 marks, 52 minutes

1 Analyse the possible reasons for the changing
performance of the business over the last
three years. [10]

2 Explain the problems this business might
experience from:
e declining liquidity
e declining stock turnover ratio. [8]

@ 3 Evaluate two ways in which Habib might attempt to
increase profitability. [12]
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REVISION ACTIVITY 2
Read the case studies below and then answer the questions
that follow.

IBM bucks gloom with rosy outlook
IBM'’s latest quarterly profits rose 12% - a rare ray of light for

company also announced cost cuts of $800 million in 2008.
Intel has just announced price cuts of up to 48% on some of
its chips and the company expects its gross profit margin to
fall to around 43% in 2009.

22" ' ! T
the pessimistic technology sector of industry. 20 {
IBM sales are increasing during the recession as other 18
firms are keen to cut costs by improving their IT network. 0 I I O VY N
The American computer giant has been able to cut costs
sharply. The company’s operating profit in the fourth quarter 14
of 2008 rose 12% from a year earlier to $4.4 billion. Directors - ) ) ) ) i
are expecting the company to earn $9.20 per share in 2009. , 20000 Novos Jar08 _ Mai0S . Moy0B . JuiB <5
IBM’s operating profit margin increased to 47.9%. The news S 10000
boosted IBM’s share price. It climbed 4.5% to $85.64. = %000
Source: www.bbc.co.uk/news Intel’s share prices, November 2007-September 2008
Source: http://seekingalpha.com
Intel profits fall by 90% in last 3 months of 2008
Intel, the world’s largest maker of microchips, recorded net
profits down by 90% in the last quarter of 2008. For the 18 marks, 30 minutes
three months to the end of 2008, it reported profits of $234 1 Explain why IBM’s share price increased after the
million, down from $2.27 billion in the same period in 2008. profits announcement. [4]
o= R RIS 602 QITery 0D RS on.the blg redgctlop .|n 2 Explain the sentence: ‘IBM’s operating profit margin
demand for PCs as the world economy hit the financial crisis rose to 47.9%." [4]
at the end of 2008. Directors were optimistic about the future o
though: ‘Our new technologies and new products will help 3 Discuss the most important factors a potential investor
us achieve sales growth when the economy recovers.” The should consider before taking a decision to purchase
shares in Intel. [10]
EXAM PRACTICE QUESTION
25 marks, 45 minutes
KARACHI PAPER PRODUCTS PLC 1 Define the following terms:
Look at the extracts from the published accounts for Karachi Paper a curr.ent assets
Products plc and then answer the questions that follow. b capital employed. [4]
2 Explain one ratio you would use to
Sales turnover 400 330 3 Calculate the following ratios for 2009
Cost of goods sold 120 100 e 20 .
- a return on capital employed
Net profit 35 33 b gross profit margin
Profit after tax and interest 30 29 ¢ net profit margin
Inventories (Stock) 58 36 d gearing
Accounts receivable (Debtors) 80 70 @ denEmass [10]
Current assets 140 120 4 0n the basis of the ratios you have
Current liabilities 140 120 calculated, evaluate thg change in
— . performance of Karachi Paper Products
Dividends paid 20 15 over the two years. [7]
Long-term (non-current) 150 120
liabilities
Capital employed 300 260

Share
price (%)

No. of
shares
sold



