Year 10 Accounting

Analysing Business Results

Profitability and Liquidity

Measures of Profitability

The profitability ratios are:

· Gross Profit Ratio

· Return on Sales Ratio

· Expense Ratio

· Return on Assets

· Return on Owner’s Investment

Evaluating Profitability

One of the main reasons a business would prepare an Income Statement is to calculate the profit figure for the reporting period. However, once this figure is revealed, the role of the management or the owner has only just begun. It is now up to management to evaluate this profit figure to assess the true performance of the business.

Management or the owner can use ratios to assess the profitability of the business. The information contained in the Income Statement can be used to assess the businesses profitability. The term profitability is different to the word profit. An Income Statement results in a profit figure. However, profitability is when the profit figure is compared with a base figure. These ratios examine how profitable a business is as well as the reasons for any changes in the profitability. 

Some of the other yardsticks management may compare the profit figure against are:

1. Industry Averages: management will look at how well other businesses offering a similar product or service performed.

2. Budgeted Profit: management normally works out a figure they hope to achieve, as the profit for the reporting period. Management always tries to achieve this estimated figure. If they achieve a successful year, but do not achieve the budgeted profit figure, they will be disappointed and they will look for ways of boosting revenue or reducing costs. 

3. Comparing profit earned this period with the last period: management will always compare the current profit figure with that earned over the last 5 years or so. This puts the figure into perspective. While a profit figure of $100,000 for a service firm may sound promising, if they made $250,000 last year then this will change the original perception. 

Measures of Profitability

The profitability ratios are:

· Gross Profit Ratio (a service business will not use this ratio)

· The Return on Sales Ration (Return on Fees for a service business)

· Expense Ratios

· Return on Assets

· Return on Owner’s Investment (ROI) 

The Gross Profit Ratio, Return on Sales Ratio and the Expense Ratios are all calculated from information contained in the Income Statement.

The Return on Assets and Return on Owner’s Investment are calculated from information provided in the Balance Sheet.

1. The Gross Profit Ratio 
This ratio informs the business owner how much of every sales dollar earned results in gross profit.

                       Gross Profit Ratio          =               Gross Profit
                                                                                          Sales
Interpreting changes in the Gross Profit Ratio
A declining trend in the gross profit ratio over a number of years can be a cause for concern since the revenue from the sale of goods is the major source of earnings for a retail business.  A trend such as this need to be addressed and every opportunity should be taken to increase this ratio.

A high gross profit ratio allows the business to cover all expenses, earn a reasonable net profit and provide a satisfactory return to investors.  A low gross profit ratio means that after all operating expenses have been deducted the result can be a net loss and a satisfactory return cannot be given to investors.

Changes in the gross profit ratio between two or more accounting periods may be due to a number of factors:

	
	INCREASE IN GROSS PROFIT RATIO
	
	DECREASE IN GROSS PROFIT RATIO

	1
	Changes in the mark-up policy, increasing the selling price of inventory in relation to the purchase price
	1
	Maintaining the same mark-up policy and  selling price of inventory against a corresponding increase in purchase price of inventory

	2
	Purchases made at a reduced cost but still maintaining the same selling price.
	2
	Reducing the selling price of inventory due to:

· Selling out-of-date items at cost

· Discontinuing certain lines

Price competition

	3
	Lower figure for cost of goods sold due to bulk purchasing, thus obtaining  larger discounts
	3
	Lost opportunities for bulk purchases

	4
	An increase in high profit lines
	4
	A decrease in high profit lines

	5
	A decrease in:

· slow selling lines

· transport costs

inventory loss
	5
	An increase in:

· slow selling lines

· transport costs

· inventory loss


2. Return on Sales Ratio (Net Profit Ratio) 

This ratio is a measure of the percentage of each dollar of sales that results in profit. 



Return on Sales         =            Profit





             Sales

Interpreting changes in the Return on Sales Ratio 

· variations from one accounting period to another and,

· comparisons can be made with other similar businesses indicating trends which may show the acceptable earning capacity for the business

Some of the more obvious areas that can be investigated are:

	
	INCREASE IN NET PROFIT RATIO
	
	DECREASE IN NET PROFIT RATIO

	1
	Additional expenses incurred, and these expenses not contributing to sales in the same proportion
	1
	Reduction in expenses, indicating greater efficiency.



	2
	Failure of an advertising campaign 


	2
	Sales increased due to a successful advertising campaign

	3
	Changes in wage or commission structure
	3
	Greater sales due to a successful incentive scheme for sales personnel

	4
	Expenses increased in one or all categories without increase in selling price
	4
	Changes in credit approval


3. Expense Ratio 

This ratio is a measure of the percentage of each dollar of sales that is consumed by expenses. 



Expense Ratio        =            Expense Item






    Sales

Keeping the operating expenses to an acceptable level will enhance the earning capacity of a business entity.  Furthermore, ratios of expense groups to total operating expenses showing the percentage within each group of expenses is another measure that can be applied in analysing the performance of a business enterprise.  This ratio is useful to identify trends and any large differences between periods.

4. Return on Assets Ratio

This ratio indicates how efficiently the business is using its assets to generate profit.

Operating Net Profit

Average Assets

Balance Sheet as at 30 June 2015 (extract)

	
	30/6/2014
	30/6/2015

	Current Assets

Total Current Assets

Non-Current Assets

Total Non-Current Assets

Total Assets


	48 000

_152 000

200 000
	50 000

190 000

240 000


The average assets are determined by:

Opening Assets + Closing Assets

2

200 000    +    240 000

2
                       =    220 000 (average assets)

_42 000
220 000
= 19 cents for every dollar invested in assets (0.19:1) or 19 %

INTERPRETATION OF THE RATE OF RETURN ON ASSETS RATIO

This ratio indicates the rate of return on assets employed.  It provides a better indication of the earning capacity of that business than the return on owner’s equity.  Again, it is advisable to examine trends and inter-business comparisons to compare the ratio and study the average for whole period not just what is on hand at the end.  
5. Rate of Return on Owner’s Investment

Calculates the net profit made for every dollar of capital owners have invested compared to rates of return from other investments.  Should owners keep capital in the business or invest it elsewhere for a better return?  Nowadays banks offer anywhere from 2% to 17% return on deposits.  Compare this to what the owner’s are getting from the business.
Operating Net Profit

Average Owner’s Equity

Balance Sheet as at 30 June 2015 (extract)

	Owner’s Equity

Capital

Less Drawings

Add Net Profit

Total Equity


	$

200 000

  _62 000

138 000

_42 000

180 000


The average owner’s equity is calculated by:

Opening Balance + Closing Balance

2

200 000    +    180 000

 2

                                                                          =    190 000 (average owner’s equity)

42 000
190 000
= 0.221:1 or 22.1%

INTERPRETATION OF THE RATE OF RETURN TO OWNER’S EQUITY RATIO

When this ratio is examined in terms of trends, inter-business comparisons and alternative investment opportunities, it enables the owner(s) to evaluate how effective their invested funds have been and are being employed.   If rate of return is lower than what owners would get with other investments they may consider moving their cash out of the business.
Liquidity
Liquidity is the ability of the business to meet its short term obligations.

The Current Ratio or Working Capital Ratio

The current ratio or working capital is the ratio of current assets to current liabilities.  It indicates the ability of the business to meet its debts as they fall due in the short term, generally within 12 months.

The ratio is expressed as:

_ Current Assets__

Current Liabilities

Balance Sheet as at 30 June 2015 (extract)

	Current Assets

Accounts Receivable

Inventory

Total Current Assets

Current Liabilities

Total Current Liabilities


	$

49 700

50 300

100 000

85 000


49 700    +    50 300

85 000
= 1.18:1 or 118%

The Quick Asset Ratio or Liquid Ratio 

The quick asset ratio looks at the immediate liquidity of the business, as opposed to the working capital ratio, which looks at the liquidity over the next 12 months. 

Quick Assets are cash plus those assets that can be converted quickly into cash within a short period of time. 

Quick Liabilities are those that must be paid within a short period such as accounts payable. A bank overdraft is a current liability that does not have to be paid immediately. 

Current Assets – Inventory and Prepaid Expense

Current Liabilities – Bank Overdraft

	Current Assets

Accounts Receivable

Inventory

Prepayments

Total Current Assets

Current Liabilities

Accounts Payable

Bank Overdraft

Total Current Liabilities
	$

49 700

50 300

____200

100 200

65 000

20 000

85 000


Balance Sheet as at 30 June 2015 (extract)

= 49 700
    65000

=0.76:1 or 76%
TASKS
TASKS
TASKS
TASKS
TASKS
TASKS

1. Sally owns a small child care business call Sunshine.  She asked her accountant to calculate the rate of return on owner’s investment for 2015, using the following figures.  She has indicated that if the rate of return is not high enough, she will make all the employees redundant and close the business.  She hires five parents who all have children.

	Equity at the start of the year
	Equity at end of the year
	Profit for the year

	$80,000
	$70,000
	$10,000


Required:

a. Calculate the rate of return on owner’s investment.

b. Assume you are Sally’s accountant.  Give Sally some reasons why she should continue the 

business.

2. The following financial reports have been provided by Sinclair Bros.

Income Statement for Year Ended 30 June 2015

	Net Sales (Credit)

Cost of Sales
Gross Profit

Less Operating Expenses

Net Profit
	146 000

100 000

46 000

_20 000

$26 000


Balance Sheet as at 30 June 2015

	Owner’s Equity

Capital

Add Profit
Total Equity
	97 000

_26 000

$123 000


You are required to:

a. Calculate the following earning capacity and profitability ratios as at 30 June 2015

	Gross profit ratio
	

	Operating expense ratio
	

	Rate of return on owner’s equity
	


b. Comment on the earning capacity and financial stability of the business that is revealed by

the ratios

Comments:                                                                            

3. The following financial reports have been provided by Len Sony.

Income Statement for year ended 30 June 2015

	Net Sales (Credit)

Cost of Sales
Gross Profit

Less Operating Expenses

Net Profit
	166 000

70 000

96 000

_52 000

$44 000


Balance Sheet as at 30 June 2015

	Current Assets

Bank

Accounts Receivable

Owner’s Equity

Capital

Add Profit
Total Equity
	35 000

66 000

_44 000

$110 000


You are required to:

a. Calculate the following earning capacity and profitability ratios as at 30 June 2015

	Gross profit ratio
	

	Operating expense ratio
	

	Rate of return on owner’s equity
	


b. Comment on the earning capacity of the business that is revealed by the ratios

4. 
BALANCE SHEET

	Current Assets

Bank

Debtors

Total Current Assets

Non-Current Assets

Land

Motor Vehicle

Total Non-Current Assets

TOTAL ASSETS


	30 June 2010
	30  June 2011
	30 June 2012

	
	10,000.00

16,000.00

26,000.00

20,000.00

4,000.00

24,000.00
50,000.00
	18,000.00

12,000.00

30,000.00

8,000.00

38,000.00

	7,000.00

10,000.00

40,000.00

18,000.00



	Net Profit
	
	26,000.00
	20,000.00

	2011
	2012

	Calculation
	Calculation



You are required to:

1
Calculate the Rate of Return on Assets for:

· 2011  

· 2012  

2
Comment  

Comment on the efficiency of the business in using assets to generate profit for the business.
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5. 
BALANCE SHEET FOR T-SHEETS – R - US

	Current Assets

Bank

Debtors

Inventory

Prepayments

Total Current Assets

Current Liabilities

Bank Overdraft

Creditors 

   Total Current Liabilities
	30 June 2010
	30  June 2011
	30 June 2012

	
	10,000

5,000

5,500

500

21,000

7,000

13,000

20,000
	20,000

3,000

2,400

400

1,000

20,000


	24,000

16,000

1,300

200

11,000

24,700



	Calculations
	


Required:

From the above current assets and current liabilities calculate the:  

a.
Working Capital Ratio  

b.
Comment on the financial stability of the business entity to meet its financial commitments.

6. 
BALANCE SHEET FOR T-SHEETS – R - US

	Current Assets

Bank

Debtors

Inventory

Prepayments

Total Current Assets

Current Liabilities

Bank Overdraft

Creditors 

   Total Current Liabilities
	30 June 2010
	30  June 2011
	30 June 2012

	
	10,000

5,000

15,500

500

31,000

7,000

13,000

20,000
	20,000

3,000

12,400

400

--
26,000


	24,000

16,000

11,300

200

11,000

24,700



	Calculations
	


Required:

From the above current assets and current liabilities calculate the:  

a. 
Quick Ratio  

b. 
Comment on the financial stability of the business entity to meet its financial commitments.

7. 
Balance Sheet as at 30 June 2015 (extract)

	Current Assets
Accounts Receivable

Inventory
Non-Current Liabilities

Bank Overdraft

Total Current Liabilities
	$

65 000

20 000

85 000

60 000

60 000


You are required to:

a.
You have been asked to calculate:

 i. 
the current asset ratio (working capital)


11.
The liquid ‘quick’ asset ratio

8. The following balance sheet of L Lee & Sons had the following assets and liabilities:

Balance sheet as at 30 June 2015

	Current Assets

Cash in the cash register

Accounts receivable

Inventory

Prepaid rent

Current Liabilities

Bank overdraft

Accounts payable
	2 000

110 000

100 000

__8 000

15 000

70 000




You are required to:

a. 
You have been asked to calculate for L Lee:


 i. 
the current asset ratio (working capital)


11.
The liquid ‘quick’ asset ratio

b. 
The owner L Lee has asked you to explain to him which of the two ratios is the best indicator of the business’s ability to meet a sudden financial crisis.  Justify your answer.

9. Accounting reports are intended to aid owners/managers in their decision-making.  When the profit and loss statements and balance sheet are prepared in the correct format a number of important financial relationships can be determined.

Charli Chaplin Music Shop has provided you with the following summarized financial information about its business activities.
Income Statement for years ended:

	
	2013
	2014
	2015

	Sales (credit)

Cost of Sales

Gross Profit

Less Operating Expenses

Net Profit
	690 000

360 000

330 000

230 000

100 000
	780 000

480 000

300 000

278 000

22 000
	740 000

410 000

330 000

260 000

70 000


Balance Sheet as at:

	
	2013
	2014
	2015

	Assets

Bank

Accounts receivable

Inventories

Building

Plant 

Liabilities

Bank overdraft

Accounts payable

Mortgage

Owner’s Equity

Capital
	11 000

22 000

32 000

240 000

355 000

---

60 000

260 000

340 000
	---

35 000

42 000

280 000

332 000

24000

65 000

250 000

350 000
	21 000

13 000

30 000

280 000

496 000

---

40 000

450 000

350 000


You are required to:

a. 
Calculate the following ratios for Charli Chaplin

· Current ratio

· Liquid ratio

· Return on total assets

Workings:

Comments:                                                   

10. 
The following comparative financial reports have been prepared by Vince Chong.

Profit and Loss Statement

	
	30 June 2014
	30 June 2015

	Sales 

Cost of Sales

Gross Profit
Less Operating Expenses

Selling and Distribution

General and Administration

Financial

Net Profit

	12 000

27 500

_2 500
	300 000

_205 000

95 000

42 000

$53 000
	16 000

3 000

3 000


	350 000

295 000

55 000

22 000

$33 000


Comparative Balance Sheet

	
	2014
	2015

	Assets

Bank

Accounts receivable

Inventory

Land and Buildings

Furniture and Fittings 

Vehicle

Liabilities

Accounts payable

Mortgage – land and buildings

Overdraft
Owner’s Equity
Capital
	15 000

45 000

50 000

75 000

30 000

__15 000

230 000

95 000

90 000
45 000
230 000
	9 000

66 000

60 000

80 000

27 000

__12 000

254 000

120 000

74 000
60 000

254 000


1
You are required to calculate the following ratios for the two years

· Current ratio

· Quick ratio

· Gross profit ratio

· Operating expense ratio

· Rate of return on assets

· Rate of return on owner’s equity

2
Comment what the above ratio reveals about the earning capacity (profitability) of the business

3
Comment on the financial stability that the above ratios indicate 

Profitability = the earning capacity of the business during an accounting period. 








