Chapter 16 Financial analysis (B4 7348 % & #7)
16.2 Accounting ratios ( € 3t &)

Accounting ratios (§ 3+ 5 ) express (% i&) meaningful relationships (7 & # b %) between different figures (¥
#F 2_ ) in the financial statements (B{ 734 % R ).

16.2.1 Profitability (& f1st + )
Profitability (& {14 # ) refers (£4p) to the ability (it # ) of a business to generate profits (B> {]7#). The most

commonly used ratios (& ¥ * +* ) are given below:

Profitability ratios

{ | ‘

| | 1
Gross profit  Netprofit ~ Return on Margin Mark-up

ratio ratio capital
employed
Gross profit ratio = GI’L}DI’OfItX 100% FHE - &l x 100%
Net Sales
.. Net profit _ HEALEF]
Net profit ratio= ——— x 100% p { = ———— x100%
P Net Sales ’ (iias wy
Net profit F BB AGHEF]
ROCE = x 100% 3 = 100%
Capital employed B AR EIgEAEE )
Gross profit ratio/Margin (£ 4] & /# %)
. L Gross profit FH]
Margin = Gross profit ratio= ——  x 100% FEENAR — P = 0
g P Net Sales PRI = A @,Lfﬁg‘fx 100%
Mark-up (4t =)
. E A
Mark-up = Gross profit x 100% IR = £4 100%
Costof goods sold SE RN

When a business sets prices (Z_if. ) for its goods, it is a common practice (- 4%) to apply (& * ) the following formula
(T A2

Gross profit = Selling price x Margin £ fI] = E({8 x 12X

Gross profit = Cost x Mark-up FA

A x JIRR,

Selling price = Cost x (1 + Mark-up) & KA x (1 + J0p)

Selling price = Cost x (1 + Mark-up) (g

EH / EIE
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2.

3.

5.

6.

Classwork 1
1.

If an item costs $20 and is sold for $25, what is the (a) mark-up and (b) margin?

(a)

(b)

If an item costs $60 and is sold for $90, what is the (a) mark-up and (b) margin?

(a)

(b)

If a commodity costs $100 and is sold at a mark-up of 25%, what is the selling price of the commodity.

Given that the cost of goods sold and the mark-up of a business for a certain year are $180,000 and 50%,
respectively. Calculate the margin for the year in two ways:

(a) Find the sales and the gross profit first, then calculate the margin.

(a)

It is given the price of the goods is at 25% above cost and the following information for the year ended 31 March
2010:

S
Inventory as at 1 April 2009 4,936
Inventory as at 31 March 2010 6,310
Sales for the year 30,000

(a) What is the mark-up of the goods.
(b) Calculate the cost of goods sold, gross profit and the purchases for the year ended 31 March 2010.

(a)

(b)

60



Return on capital employed (ROCE) (:& * F & #F f¥ )

F B EARATFF

******** x100% EAESEMNE -

average capital employed i E

x 100%

Capital employed =
1. Sole proprietorships (# F & ¥ ): capital balance (F % t& 4 %F)

2. Partnerships (& ¥ ): capital account balances + current account balances (if any) (?F AR 4 RS (4= )

3. Limited companies (F *¥2 #): non-current liabilities (27 # B & ) + shareholders' fund (3% K ¥ %)

Sole proprietorships (7 £ ¥)

Capital balance = (opening capital + closing capital) / 2 (#f 4= 2 ¥} %k T 351{&). If the opening balances are not given, the

end-of-period balances would have to be used instead.

Limited companies (7 T2 &)

Shareholders' fund = Share capital and reserves. ("% % & %)

= Ordinary and preference share (3 iT f=if - %) + Reserve (# % ) + Share premium ("% % ¥ )

+ Retained profits (¥ v+ 11#)

Homework 16.5
The following figures were extracted from Global Trading Ltd's financial statements:

Income Statement for the year ended 31 March 2010 (extract)

S
Finance costs 80,000
Profit before tax 2,770,000
Less income tax expense 415,000
Profit after tax 2,355,000
Add Retained earnings brought forward 346,000
2,701,000

Less Appropriations:

Ordinary dividend paid 1,600,000
Transfer to general reserve 1,800,000
901,000
Statement of Financial Position as at 31 March 2016 (extract)
S
Equity

Ordinary share capital ($1 per share) 8,000,000
General reserve 300,000
Retained earnings 901,000
9,201,000

Non-current liabilities
4% debentures 2,000,000

Additional information:
The closing share price on 31 March 2016 was $2.35 per share.

Required:
Calculate (to two decimal places) the following ratios for Global Trading Ltd:
(a) Return on capital employed (based on closing balances)

(a)
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16.2.2 Liquidity (% a3t 3 )
Liquidity refers to the ability of a business to meet its short-term obligations (%3t 4 £y £ ¥ ¥ :REHy § 7 hit
4).
Liquidity ratios
|

( | | |
Current Accounts Accounts Inventory ;
ratio receivable payable 3 turnover | )
Quick turnover  Average érlade furmnaver a A‘Srage trad{i t Average inventory
ratio receivables payabies repaymen e
collection period period hOIdmgpe”Od
Current Assets B E
. . . - 01 e p P = —:1
Current ratio/working capital Currentliabilitios SiEE / mEythEE AR
Current assets —Inventories 3
1 Mhauid ratio/aci - i1, , . RWEE-FE
Quick /liquid ratio/acid test = Current liabilities BN / EEMEHIES - FEEE 1
L
Trade receivable turnover (& 1z b #c % #& &)
Trade receivable turnover (times) = Netcreditsales RE S SRR (X0) = i
Average account receivables " 44 I L5

Trade receivable turnover (&< § 4% % #& &) measure (£ &) the size (** &) of accounts receivable (B b #%)
relative to (4p ¥{) sales (&' i #£). When this ratio increases (+* 5 4% 3 ), it means that the accounts receivable (< i
#c) are being collected (J2%) more quickly (# %) by the business. The liquidity (%33t # ) to the business has
improved (2 3 ). If the ratio is too low (** & % i), this may indicate that the company has been too generous (* i
% %) in granting credit (3% &3 §').

Average trade receivable collection period (R4 ¥p )

Average account receivable

average trade receivable collection period = x 365 days / 12 months

Netcredit sales

TR
R S e 365 H /12 A

average trade receivable collection period (credit period allowed to trade debtors) (B&-4¥ #F *2) measures (£ A& ) the
average time (L 39%7 F «p% &) a business takes to collect accounts receivable (‘% Bz b #%). This is the indicators
of the effectiveness of credit control (f; § #4175 »<i2). The lower the ratio (** F A% i), the faster (i& & 42 4%) the
business is in collecting its accounts receivable (% &< }. #%). If the ratio is too high (** & + &), this may indicate
that the company has difficulty (¥]#t) in collecting its accounts receivable (4<% &1z | #%). The management should

always ensure all accounts receivable are collected on time. Otherwise, the liquidity of the business will be adversely
affected (7 2 5K).

This ratio can also be expressed in weeks:

Average account receivable

average trade receivable collection period = x 52 weeks

(552

Net credit sales

FRaHAPRR =
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Homework 16.6X

The following figures were extracted from Hope Co's financial statements:

Income Statement for the year ended 31 March 2015 (extract)

S S
Sales (all credit) 1,260,000
Less Cost of sales:
Opening inventory 82,000
Add Purchases (all credit) 660,000
742,000
Less Closing inventory 96,000 646,000
Gross profit 614,000
Statement of Financial Position as at 31 March 2016 (extract)
2015 2014
S S
Current assets
Inventory 96,000 82,000
Trade receivables 185,000 161,000
Bank and cash 73,000 89,000
354,000 332,000
Current liabilities
Trade payables 84,000 72,000

Required:

Calculate (to two decimal places) the following ratios for Good Hope Co in 2015:

(a)

Current ratio

(b) Quick ratio

(c) Trade receivables turnover

(d) Average trade receivables collection period (days)
(a)

(b)

(c)

(d)

Classwork 4

Given the net sales and the average accounts receivable of a business for the year are $270,000 and $60,000,

respectively.

(a)
(b)

(a)

(b)

Calculate the accounts receivable turnover and day’s sales in accounts receivable for the year.

Did the business have effective credit control? Assume that the normal credit period granted by the business was

60 days while the average days’ sales in accounts receivable of other businesses in the same industry was 75 days.
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Accounts payable turnover (& 1 t& x ¥ & 5¢)

Net credit purchases e Rl
EAESRERE (X)) - TR R

Accounts payable turnover (times) =

Average account payable

Accounts payable turnover (& i & &% % & 5 ) measures (£ & ) the relative to (1 ¥ +* &) purchases size (B p f) of
accounts payable (& 1} ®& #%). When this ratio increases (+* § 4% % ), it means that the accounts payable (/& & £%)
are being paid (£ ) more quickly (#.2-) by the business. The liquidity (% 3.4t # ) of the business has improved (3%
&) but a high accounts payable turnover (+ % ¢ 1 & 4 % #& 3 ) might also mean that the business is not receiving
(% it B~17) very favourable payment terms (# & i 4% i% i¢) from its suppliers (& & F ).

Average trade payables repayment period (p&-pE-#y *?)

average trade payables repayment period = Average account payable x 365 days / 12 months
Net credit purchases
B BEHAE q:ﬁjggﬁ%t x365 H /12 A

Average trade payables repayment period (credit period received from trade creditors, days’ purchases unpaid) (%
B *2) measures (£ & ) the average time (£ 35#7 Z ¢hp¥ [F) a business takes to settle accounts payable (£ & &

& #%). This is the indicators of the effectiveness of credit control (72 § 4341 15 »xi4). The lower the ratio (W F 4% iX),
the faster (i B A%J-) the business is in settling its accounts payable (% # & #& #c). The ratio should be in
reasonable value. This means the management should always ensure all accounts payable are settled on time (3% p# £

#1). Otherwise, its supplier may stop supplying goods or services and the operations of the business would be
disrupted (= §*). However, the ratio should not be too low (** & * ). This is because credit periods (7 § #F) are

interest-free (% 4 ) and therefore a customer can keep more cash on hand by not paying before due dates (3| #f P ).

This ratio can also be expressed in weeks or months:

average trade payables repayment period = Average account payable x 52 weeks
Net credit purchases
RIS &K
RRAEHAMR —m X2 & 8

Classwork 5
Given the net purchases and the year-end accounts payable of a business for the year are $220,000 and $20,000,

respectively.

(a) Calculate the accounts payable turnover and day’s purchases in accounts payable for the year.

(b) Did the business have effective credit control? Assume that the normal credit period received by the business was
60 days while the average days’ purchases in accounts payable of other businesses in the same industry was 70
days.

(a)

(b)
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Inventory turnover (¥ . % #& )

Inventory turnover (times) =_Co5t ©f goods sold SEEEE () - BB RA
Average inventory = AV T EmEE

Inventory turnover (i3 b % #& &) measures (£ & ) the size of inventory (7% f £ ) relative to (18 ¥}) the cost of goods
sold (& i’ = %). When this ratio increases (** & * #'), it means (#* % ) that inventory is being sold more quickly (!
8 3% b erag & 3 4c) by the business. As a result, the liquidity (% it # ) of the business has improved (¥ 32 4 ) as
inventory can be turned into (§& % =) cash (3 £ ) at a faster rate (& A& 4c &),

Classwork 6
1. The account balances of Rocky Company Limited as at 31 December 2016 and 31 December 2017 are given below:

2016 2017
$ $
Inventory (31 December) 136,500 364,000

Additional information:
(ii) Total purchases for the year 2017 amounted to $778,050, of which 80% were credit purchases and 20%
cash purchases.

(a) Calculate (to two decimal places) the f inventory turnover (in times) for 2017

(a)

2. The following balances of the company as at 31 December 2011 were extracted.

S
Purchases 7,294,500
Inventory —as at 1 January 2011 878,000
—as at 31 December 2011 990,000

(a) Calculate (to one decimal place) the inventory turnover for 2011

(a)

3. Given the following figures of a business for a certain year:

$
Cost of goods sold 125,000
Opening inventory 9,000
Closing inventory 11,000

(a) Calculate the inventory turnover for the year.
(b) Did the business have effective inventory control? Assume that inventory turnover of other businesses in the same

industry was 10 times.

(a)
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4. You are given the following information about a firm for the year ended 31 March 2011:
(i) Purchases for the year amounted to $180,000
(ii) Inventory as at 31 March 2010 was valued at $30,000.
(iii) Gross profit for the year was $40,000.
(iv) Mark-up was 25%
(v) There were two types of operating expenses: wages and salaries at 10% of sales; generate expenses at 5% of
sales.

(a) Prepare an income statement for the year ended 31 March 2011.
(b) Calculate the inventory turnover rate for the year.

(a)

Income Statement for the year ended 31 March 2011

5. A business has an inventory turnover rate of seven times a year. The average inventory amounts to $4,200. Margin
is 20%. Expenses are maintained at 70% of gross profit. Calculate:
a) Cost of goods sold
b) Gross profit

d) Total expenses

(
(
(c) Sales
(
(

e) Net profit

(c)
(d)
(e)
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16.2.3 Solvency (¥ & it # )

Solvency refers to the ability of a business to meet its obligations (¥ i # &4p & ¥ ¥R F F ek 4 ), both
short-term and long-term, when due (& 3&4&38 f 58 (Find § § )fo& 2 § 72 ( 5l4c& & B 4%). This ability affects the
survival of a business (&3 it 4 A2 £ ¥ F#HFFEF). If a business is insolvent, it is likely to go into liquidation (4=
FEERAHFemE > TG FRN giﬁ‘.x‘é‘}i‘-ﬁ). The higher the capital gearing ratio (F* # § 7 * & 423 ), the riskier
the business is considered to be (£ ¥ #7&K X ehh *%& i{ 4% % ). Generally speaking (- %@ 3 ), if the ratio is greater
than 0.5 or 50% (4= % v* F 42 i 0.5 & 50%), the business is considered highly geared (£ ¥t f v € i{ JBHiE B ).

Gearing ratio (3 *» { f ** &)

) ) non - current liabilities + preference share capital < 100%
Gearing ratio = non - current hiabilitie s + shareholders' fund
R e T
WBEEE = G - R A x 100%

Non-current liabilities (2£7x# § i ) = Debentures (7 %) + Long-term loans (& # § #%)

Shareholders' fund (% & 7 )
= Capital and reserves (’;gc *3REH)
= Ordinary and preference share capital (§ i f=# L 3% &) + Reserves (&% # ) + Retained profits (§ + f17#)

Retained profits (¥ 1+ $17#) = Retained profits brought forward + Profit after tax — Transfer to reserve
— Ordinary and preference share dividend

Homework 16.3
The following figures are extracted from Excellence Co Ltd's statement of financial position as at 31 December 2015:

Equity S
Preference share capital 2,000,000
Ordinary share capital 8,000,000
General reserve 1,200,000
Retained profits 644,000
11,844,400

Non-current liabilities
5% debentures 1,000,000
Bank loan 800,000
1,800,000

Current liabilities
Trade payables 103,000

Required: Calculate (to two decimal places) the gearing ratio for Excellence Co Ltd.
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16.2.4 Management efficiency (¢ 3= 2% it

Management efficiency refers to the ability of a business to utilize its assets efficiently.

Total Assets turnover (3.7 & % #& 5)

Total Assets turnover (times) =————— EEERER () = e

Net sales HE
Total assets BHEWETE

Asset turnover measures how efficiently assets are being used to generate sales. The higher the asset turnover, the
more efficiently are the assets of the business being used to generate sales revenue.

Classwork 8
Given the following figures of a business
$
Net sales 240,000
Profit after tax 60,000
Total assets 600,000
Total liabilities 120,000

Calculate the total assets turnover

Homework 16.6X

The following figures were extracted from Hope Co's financial statements:

Income Statement for the year ended 31 March 2015 (extract)

S S
Sales 1,260,000
Less Cost of sales:
Opening inventory 82,000
Add Purchases (all credit) 660,000
742,000
Less Closing inventory 96,000 646,000
Gross profit 614,000
Statement of Financial Position as at 31 March 2016 (extract)
S
Non-current assets
Building 100,000
Current assets
Inventory 96,000
Trade receivables 185,000
Bank and cash 73,000
354,000
Current liabilities
Trade payables 84,000

Required:
Calculate (to two decimal places) the following ratios for Good Hope Co in 2015:

(a)
(a)

Total assets turnover
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16.2.5 Return on investment (X 7 ¥ 3F )
Return on investment ratios
|
)

Earnings per share Price-earnings ratio

Earnings per share (EPS) (& *% @ 1)

. _ Profit after tax . i 18 Fl
Earnings per share = g & A

Number of shares issued ' — 2%

Earnings per share measures (£ &) the amount of profit (§]/2) earned per issued share (% % % {7 % {>). The
higher the earnings per share, the higher the potential return in holding the shares of the company.

Price-earnings ratio (P/E) (* & )

. . . _ Market price per share ERERETE
Price-earnings ratio = MEZ - LESeilivg
=3 v &kl

Earnings per share
Price-earnings ratio measures the size of a earnings per share (& 3% & 11) relative to its market price (# %% ). A

high P/E ratio usually signals (3% %) that investors have a high degree of confidence ({{s&-ﬁ 4%) in the company’s
prospects (= # % ® ). However, this also means that the shares are not cheap (3% & ¥ % if & ).

Classwork 9
Given the following figures of a company for two consecutive years:
2010 2011
Profit after tax $180,000 $200,000
Ordinary dividend paid and proposed $20,000 $20,000
Number of ordinary shares issued 500,000 500,000
Year-end market price per share $4.32 $5.60

(a) Calculate the earnings per share, dividend cover and price-earnings ratio for the two years.
(b) How did the above ratios change over the years?

(c) Briefly comment on the investment potential of the company’s shares.

(a)

(b)

(c)
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Homework 16.5
The following figures were extracted from Global Trading Ltd's financial statements:

Income Statement for the year ended 31 March 2010 (extract)

S S
Finance costs 80,000
Profit before tax 2,770,000
Less income tax expense 415,000
Profit after tax 2,355,000
Add Retained earnings brought forward 346,000
2,701,000

Less Appropriations:

Ordinary dividend paid 1,600,000
Transfer to general reserve 200,000 1,800,000
901,000
Statement of Financial Position as at 31 March 2016 (extract)
S
Equity

Ordinary share capital ($1 per share) 8,000,000
General reserve 300,000
Retained earnings 901,000
9,201,000

Non-current liabilities
4% debentures 2,000,000

Additional information:
The closing share price on 31 March 2016 was $2.35 per share.

Required: Calculate (to two decimal places) the following ratios for Global Trading Ltd:
(a) Return on capital employed (based on closing balances)

(b) Earnings per share

(c) Dividend cover

(d) Price-earnings ratio

(a)

(c)
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16.3 Ratio analysis (+* & 4 #7)

The published financial statements of a garment trading company, Joyce Ltd, for the year ended 31 March 2010 are as

follows:
Statement of Comprehensive income for the year ended 31 March 2010

$000
Turnover 2,500
Cost of sales (1,900)
Gross profit 600
Administrative expenses (140)
Selling and distribution expenses (100)
Operating profit 360
Finance costs (110)
Profit before tax 250
Taxation (60)
Profit after tax 190

Statement of Financial Position as at 31 March 2010
5000

ASSETS
Non-current assets
Property, plant and equipment 2,000
Current assets
Inventory 100
Accounts receivable 220
Bank 80

400
Total assets 2,400
EQUITY AND LIABILITIES
Capital and reserves
Share capital 1,000
Reserves 500
Total equity 1,500
Non-current liabilities
6% debentures (repayable in 2015) 600
Current liabilities
Accounts payable 190
Accrued expenses 50
Tax payable 60

300
Total liabilities 900
Total equity and liabilities 2,400

The following information was extracted from the notes to the financial statements:

All sales were made on credit and the turnover figure represented net sales.

Net purchases for the year amounted to $1,600,000. All purchases were made on credit.
Only ordinary shares had been issued. Each share had a nominal value of $1.

An interim dividend of $50,000 was paid during the year.

The closing market price per share on 31 March 2010 was $2.25.

u b WNBE
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Calculation of ratios
Different types of accounting ratios are calculated for Joyce Ltd as follows:

1 Profitability ratios

Gross profit ratio
Gross profit + Net sales

Net profit ratio
Profit before tax + Net sales

Return on capital employed
interest and profit before tax+(Shareholders’ fund + Non-current liabilities)

2 Liquidity ratios

Current ratio
Current assets + Current liabilities

Quick ratio
(Current assets — Inventories) + Current liabilities

Accounts receivable turnover
Net sales + Average accounts receivable

Days’ sales in accounts receivable
(average trade receivables+credit sales) x 365 days

Accounts payable turnover
Net purchases + Average accounts payable

Days’ purchases in accounts payable
(average trade payables-credit purchases) x 365 days

Inventory turnover
Cost of goods sold + Average inventory

3 Solvency ratios

Gearing ratio
(non-current liabilities) + (non-current liabilities + shareholders’ equity)

4 Management efficiency ratio

Asset turnover
Net sales + Total assets

5 Return on investment ratios

Earnings per share (EPS)
Profit after tax + Number of shares issued

Price-earnings (P/E) ratio
Market price per share + Earnings per share
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Interpretation of ratios

Accounting ratio

Industry average

Joyce Ltd

Gross profit ratio

28.33%

Net profit ratio 11.56%
Return on capital employed 16.2%
Current ratio 2 times
Quick ratio 1.25 times
Accounts receivable turnover 12.78 times
Days’ sales in accounts receivable 28.56 days
Accounts payable turnover 9.56 times
Days’ purchases in accounts payable 38.18 days
Inventory turnover 14.08 times
Gearing ratio 18.3%
Asset turnover 0.81 times
Earnings per share (EPS) $0.16
Price-earnings (P/E) ratio 14.14 times

1 Profitability ratios

2 Liquidity ratios

3 Solvency ratios

4 Management efficiency ratio

5 Return on investment ratios
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16.4 Functions and limitations of ratio analysis (** & 4 #7 % &% §o'241)

Functions (# it )
With the aid of accounting ratios, people can gain a better understanding of the financial performance and position of
a business.

1. Express meaningful relationship between different figures in the financial statements (3 £ B{ 734 % p
tht THE 2 B3 A &M 1)

For example, knowing the profit figure is not as meaningful as knowing the size of the profit relative to total sales or

total assets.

2. Eliminate differences in size (i} ',f EERFHLR)
For example, it is difficult to say which company was more profitable if we only compare their profit figures of the
companies.

Limitations (*2+1)

1. Show only quantitative information about a business (% & 7+ & ¥ ¢rhd® 2 4

Ratio analysis cannot tell the whole picture of a business because it fails to take into account useful qualitative
information such as the quality of corporate governance, the morale of employees and the external business

environment.

2. The preparation is largely determined by the accounting policies and methods used by a business ( £ ¥
Fr A PR3 A A BEHBREL %Y

The adoption of different accounting policies and method will lead to different financial results. Therefore, it is not fair

or useful to compare the ratios of different companies that have adopted vastly different accounting policies and

methods.

3. Report only the past results of a business (> ®4F & ¥ iF L% 5)
Past results may already be outdated by the time they are published. Ratio analysis based on past results may not be
useful for estimating the future results of a business.

4. Assets are usually valued at historical cost in the balance sheet (FA § & p cPF AL ¥ MR = &
)

Accounting ratios based on these asset figures may not be as useful as those using current market value for the

valuation of a business or decision-making purposes.

5. There are no norms for most of the accounting ratios (& + #8 4 ef1§ 341t 'F'Su‘l’ﬁ #® )

It is hard to say whether a particular ratio is too high or too low as the level of acceptable ratio will vary between
industries or situations. To overcome this problem, one should compare the ratios of different companies in the same
industry or the ratios for different periods.

6. Ratios cannot tell what the problem is or how to solve it (+* & &/ FLP P89 b 3k 352 2)

For example, when the current ratio of a business drops, we only know there is a liquidity problem. But we do not
know why the current ratio fell and how to improve liquidity without analyzing the individual figures in the financial
statements and other relevant information.
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Classwork 10

1.
Speed Ltd
Statement of Comprehensive Income for the year ended 30 April 2010
S
Sales 2,860,000
Cost of sales (1,966,250)
Gross profit 893,750
Administrative expenses (440,700)
Other operating expenses (9,230)
Operating profit 443,820
Finance expenses (23,400)
Profit before tax 420,420
Taxation (67,000)
Profit after tax 353,420
Speed Ltd
Statement of Financial Position as at 30 April 2010
S
ASSETS
Non-current assets
Property, plant and equipment 533,000
Current assets
Inventory 347,750
Accounts receivable 208,000
Prepayments 2,600
Bank 65,000
623,350
Total assets 1,156,350
EQUITY AND LIABILITIES
Capital and reserves
Share capital 260,000
Reserves 597,300
Total equity 857,300
Non-current liabilities
15% debentures 156,000
Current liabilities
Accounts payable 62,400
Accrued expenses 13,650
Tax payable 67,000
143,050
Total liabilities 299,050
Total equity and liabilities 1,156,350

(a) Complete the following table and comment on the profitability, management efficiency, liquidity and solvency of

Speed Ltd.
Industry ratios Speed Ltd’s ratios

Net profit ratio 36%

Return on shareholders’ equity 28%

Asset turnover 1.45 times

Current ratio 32:1

Quick ratio 23:1

Gearing ratio 40%
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Profitability

Management efficiency

Liquidity

Solvency

(b) Suppose the market price per ordinary share is $5.6 while the price-earnings ratio of another company in the
same industry is three times. Which company’s shares would you prefer to buy? Explain your answer.
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HKCEE (2004, 2)
(A)  Selected financial data for Vera Limited is presented below:

Profit and Loss Account Data for the year ended 31 March 2004

S
Sales 248,600
Returns inwards 15,200
Cost of goods sold 155,750
Operating expenses 43,390
Net profit 34,260
Balance Sheet Data as at March
2003 2004
S $
Furniture and fixtures (net) 18,420
Office equipment (net) 32,480
Stock 28,750 26,400
Trade debtors 29,260 30,340
Bank 660
108,300
Ordinary share capital 50,000
Share premium 12,890
Retained profits 15,500
Trade creditors 26,900
Accruals 3,010

108,300

You are required to:

Calculate (to two decimal places) for Vera Limited the following ratios for the year ended 31 March 2004:
(a) Quick ratio

(b) Stock turnover rate

(c) Debtors’ collection period (in months)

(d) Gross profit ratio

(e) Return on capital employed

(B)  What do the following two types of ratios measure?
(a) Liquidity ratios
(b) Profitability ratios

(A) (a)

(b)

(c)

(d)

(e)
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(a)

(b)
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