Why are Ratios prepared?
· [bookmark: _Hlk143586773]Evaluate company performance from one year to the next
· Evaluate company performance comparative to other businesses in the same industry
· Determine size of dividends payable to Ordinary Shareholders
· Calculate corporation tax payable to the government based on profits made
· Determine ability to acquire debt/equity capital for expansion

Who uses Financial Information?
1. Management
· They will want information to know how the business has performed over the year and to learn if any changes are needed. This will help make decisions if needed

2. Shareholders
· They will want to know if the money that they have put into the business has been used wisely by the firm in order to generate profits and pay them a dividend
· They want to know how much they can expect in dividends and they also want to know the value and security of their investment

3. Banks
· They want to know if the business is profitable enough to be able to make loan repayments and interest repayments

4. Trade Unions
· They will keep an eye on the company’s profits because if they know the business is doing very well, they may look for wage increases. They are interested in the security of employment and the future prospects of the company (will it expand and take on more workers, what are the promotion prospects of the workers)

5. Competitors
· They will examine a business’s sales and profits to see how big a threat the business is to them

6. Suppliers
· These are interested in a business’s accounts in order to assess the firm’s credit-worthiness. I.e. can the firm can pay for goods supplied on credit?

7. Employees
· Will want to see if the firm is performing well for job security and promotion prospects

8. Government
· Will want to see the performance of the firm to assess how much tax it owes
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Limitations of Ratio Analysis
1. Ratios do not take into account industrial relations issues in a business
2. Ratios are based on past figures and not projected future ones
3. Assets may not be shown to their full value
4. Does not consider business environment, for example competitors or recession
5. Inflation/deflation may impede comparisons from one year to the next
6. Balance sheets are only true for the day they are written
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THE ACCOUNTS

The finandial accounts prepared at the end of the financial
year are the:

+ Profit and loss account (PAL account)

+ Balance sheet

+ Cash flow forecast (you learned about ths in Chapter 17)

Information in these financial accounts includes:

+ sales (also known as turnover, revenue or income): The
total income from products sold that the firm normally.
trades in, 9. groceries or building materials.

+ Costof sales: The cost of making or purchasing goods or
of supplying services.

+ Gross profit:Sales less cost of sales, L. the profit from
trading before deducting overhead expenses.

« Expenses: Day-to-day running costs (overheads) of the
business, e.g.Insurance, rent.

+ Net profit: The overall profit after all costs have been deducted.
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A simple profit and loss account looks as follows:

Income from the sale of goods and
‘supply of services a business normally
trades in

‘The profit earmed from buying and
selling the goods or services, ie.
trading, before deducting overhead

“The profitafter al costs and
overhead expenses have been
deducted
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What Can We Learn from the Profit and Loss Account?
As financial results are presented in numbers, it s relatively easy to compare performance from one
finanial period to the next, o between one business and another.

Gross Profit: What Can it Tell Us?
Gross profitis the profit made from buying and salling goods or services that the firm normally trades
. It can be compared from year 10 year or with other businesses

1f gross profit s low or faling, the business i either:

« Not charging enough for its goodsiservices, or

« Paying too much for raw materials or to turn them into finished goods.

“The business will have to either:

« Increase is selling price, or

« Shop around for a cheaper suppler.

Net Profit: What Can it Tell Us?

Not profit s the profit made by the business after all osts have bean paid, ie. the overall profit the.

firm mad for the financial year. The net profit figure also gives management information on the

amount of dividends it can afford to pay to shareholders.

f net profi s low or falling, the business is either:

« Spending too much money on day-to-day runy
. electricity or wages, or

« Making less efficient use of its resources, e.g. too many
delivery vans in use given the sales volume.

‘The business will have to either:

« Reduce its running costs, e.g. wage cuts, or

« Shop around for cheaper alternatives, e.g. switch energy
providers.
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The Balance Sheet

Abalance sheet s a snapshot of the financial health of a business at a point i time. It shows how much
wealth a business has generated by providing  statement of ts assets and labiltes as well as its
sources of finance. The balance sheet s als referred to as a statement of financil position.

A strple balance shest would look as follows:
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Ttems a business OWNS for more than one year. Examples include:
() Tangible fixed assets - physical items, ¢.g premises, vehicles.
() Intangible ixed assets - non-physical items, .g. patents, brands
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< «
Ttems a buslnrss\ Lt
owNs for Premises 850,000
lessthanone  Vehides 135,000 .

o, with their cterm
e changing  [ETISENSIE 85,000 Liabilities that
regularly, e 10700007 the business
the amount 3 Current Assets OWES which.
Gmaby deblors | Glsing Stock 23,500 ————

Debtors 30,000 oneyear,e.g.
cash 4000 il
suppliers, a
L3008 bank overdraft
The money wwuHM/
available to 22000
B o ey e i
Rieqwie ™\ 40,000 inance for the
eorking capital working Capital (4-) 17,5007 business, ie.
S e A oz ey

5 debts a5 they  Financed byg————————————
fall due. Negative | Long-term Liabiliies | Theseore

orking ot e
may result in o e RS business OWES
business closure ity Capital which will be

‘Ordinary Share Capital (Equity) 610,000 paid after
Money invested/ [Ratakd Eatings amse  smse  Snoneo
Jnthe business | capital Employed 1,087,500 term Uabilities
by its owners, A == suchas

The total amountof money Ivested thebusiness sepmar

bya

{1 parties, i.¢. debt and equity capital




