Topic A05: Financial Analysis

                              Student Worksheet answer P.4

BAFS Elective Part – Accounting Module – Financial Accounting
Topic A05: Financial Analysis
Activity 1: Matching 
Match the following ratios with the correct formulas:

	Gross Profit Ratio
	
	Current assets
	

	
	
	Current liabilities
	

	
	
	
	

	Net Profit Ratio
	
	Profit before interest and tax
	x 100%

	
	
	Average capital employed
	

	
	
	
	

	Current Ratio
	
	Net profit before tax
	x 100%

	
	
	Sales
	

	
	
	
	

	Quick Ratio
	
	Average trade receivables
	x 365 days

	
	
	Credit sales
	

	
	
	
	

	Inventory Turnover
	
	Gross profit
	x 100%

	
	
	Sales
	

	
	
	
	

	Average Trade Receivables Collection Period
	
	Cost of goods sold
	

	
	
	Average inventory
	

	
	
	
	

	Average Trade Payables Repayment Period
	
	Current Assets – Inventories
	

	
	
	Current Liabilities
	

	
	
	
	

	Return on Capital Employed
	
	Average trade payables
	x 365 days

	
	
	Credit purchases
	



Calculate the ratios of the two companies: 
	Ratios
	North Ltd
	South Ltd

	Profitability

	Gross Profit Ratio
	65.0%
	57.4%

	Net Profit Ratio
	8.6%
	14.6%

	Liquidity

	Current Ratio
	6.0:1
	2.7:1

	Quick Ratio
	4.8:1
	2.2:1

	Management Efficiency

	Inventory Turnover
	4.0 times
	4.5 times

	Average Trade Receivables Collection Period
	84.9 days
	54.8 days

	Average Trade Payables Repayment Period
	58.8 days
	120.1 days

	Return on Capital Employed
	10.3%
	6.8%



Suggested answers:
North Ltd: Profitability
	Comments:


· North Ltd’s profitability is worse than that of South Ltd and industry average. 
· Gross profit ratio of North Ltd (65.0%) is higher than that of South Ltd (57.4%) and industry average (50.0%). It may indicate that North Ltd has more efficient purchasing methods and better pricing strategies. 
· With higher gross profit ratio, the Net profit ratio of North Ltd (8.6%) is lower than that of South Ltd (14.6%) and industry average (10.0%). It may indicate that North Ltd has poor control on expenses. It may spend too much on marketing and advertising like inviting celebrities as spokespersons. 
North Ltd: Liquidity
	Comments:


· North Ltd’s liquidity is worse than that of South Ltd and industry average. 
· Current ratio (6.0:1) and quick ratio (4.8:1) of North Ltd are higher than that of South Ltd (2.7:1, 2.2:1) and industry average (3.0:1, 1.5:1). It may indicate that North Ltd is more able to meet its short-term liabilities from its current assets. North Ltd does not have liquidity problems.
· Current ratio and quick ratio of North Ltd are significantly larger than that of industry average. North Ltd may have kept too many resources idle. The company is not making efficient use of its financial resources.
Suggested answers:
North Ltd: Management Efficiency
	Comments:


· North Ltd’s management efficiency is worse than that of South Ltd and industry average. 
· Inventory turnover of North Ltd (4.0) is lower than that of South Ltd (4.5) and industry average (5.0). It may indicate that North Ltd has lower efficiency in inventory management. It takes longer time to sell the inventory.
· Average trade receivables collection period of North Ltd (84.9 days) is higher than that of South Ltd (54.8 days) and industry average (60.0 days). It takes more time for the company to collect money from debtors and increases the risk of bad debts. There may be problems with the credit policy of the company.
· Average trade payables repayment period of North Ltd (58.8 days) is lower than that of South Ltd (120.1 days) and industry average (60.0 days). The company is relatively new. It may not have much bargaining power and cannot get favourable payment terms from its suppliers.
· Return on capital employed of North Ltd (10.3%) is slightly higher than that of the industry average (10.0%) and higher than that of South Ltd (6.8%).  The company may have more efficient use of funds than South Ltd in generating revenue.
Which company performs better? Fill in your answers below:

	Profitability
	North Ltd
	South Ltd
Better

	Liquidity
	North Ltd
	South Ltd
Better

	Management Efficiency
	North Ltd
	South Ltd
Better
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‘Ratios analysis is a good method to evaluate financial performance!’
Write your arguments For and Against this statement. 
Suggested answers:
Arguments FOR the statement:

· Help review trends between periods for a company.
· Facilitate the comparison between the performance of a company and its competitors in the industry.
Arguments AGAINST the statement:
· Different accounting policies used by companies will affect the comparability between two financial periods or between companies.
· Non-monetary but significant information like staff morale, product and service quality is ignored.
Activity 2: Problem Solving





Activity 3: Group Discussion and presentation 





Activity 4: Debate
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