ANALYSIS AND INTERPRETATION FOR A SLOEPROPRIETOR
Achievement Standard 90980 – External Exam: 4 Credits
Revising:

· Commit the meaning, changes, causes and ways to improve the % to memory. Use the notes contained here. Use extra reading to help clarify them. There is a reference to pages in the ‘Accounting Foundations for NCEA’ book. 

· The next stage is to practice answering questions. There are revision questions from the Green NCEA Level 1 Revision Guide.

· Completing the last two or three exams on this topic and…marking them is also excellent revision.
	Content
	Revision Questions

(Pages 86 - 100)

	Calculate the following analysis measures of profitability

· mark-up percentage

· gross profit percentage

· expense percentages

· net profit percentage

· percentage change

· return on equity percentage
	Q1, Q2,Q3

	Calculate the following analysis measures of liquidity
· current ratio

· liquid ratio
	Q4,Q5

	Calculate the following analysis measures of financial stability

· equity ratio.
	

	Interpretation to include:
· explaining analysis measure

· recognising satisfactory or unsatisfactory ratios/%

· recognising satisfactory or unsatisfactory percentage(s) compared to previous years or the firm’s/industry averages

· explaining calculated ratios

· giving reasons for trends

· evaluating non-financial information

· making recommendation(s)

· justifying a recommendation

· stating the consequence(s) of recommendation(s).
	The questions above cover much of this part of the content. 

You need to do these as well:

Q6, Q7, Q8, Q9, Q10, Q11, Q12, Q13, Q14, Q15


How to Write GREAT Answers!

· Always include the figure in your answer. E.g. The Net Profit percentage shows that 20% of Sales is Net profit after allowing for all expenses in the period.

· Always use the business name or the owner’s name in your answer. E.g. Kate’s Cakes has $1.50 of current assets for every $1 of current liabilities.
· When asked for a possible reason for a trend, always give a specific example. E.g. Kate’s Cakes spent less on Telephone expenses by using e-mail, which will have reduced the Administrative expenses.
· When making a recommendation ensure you explain how it will improve the situation. E.g. By spending less on Advertising this will reduce the Distribution expenses. 

· When you see the words “fully explain” this generally means give 2 sentences. Hint: use linking words e.g. this means that or this shows that…

Remember:

As Accountants we need to communicate financial information as fully as possible to clients. We analyse the reports of a business in order to make informed decision about the business. We are able to compare different year’s results, look at trends and compare the results of different firms of differing sizes. We can do this by comparing the ratios and percentages that we calculate.

	Analysis Formulae (you will be provided with these in the exam)



	Measures of Profitability



	Formulae
	Calculation

	Mark-up %
	Gross Profit x 100

Cost of goods sold

	Gross Profit %
	Gross Profit x 100
Sales

	Expense %
	Expenses (e.g. Finance expenses) x 100

Sales

	Net Profit %
	Net Profit x100

Sales 

	Return on Equity
	Net Profit x100

Average Equity

	Measures of Liquidity



	Current Ratio
	Current Assets    

Current Liabilities

	Liquid Ratio
	Current Assets (excluding Inventory)

Current Liabilities (excluding secured bank overdraft)

	Measures of Financial Stability



	Equity Ratio
	Equity

Total Assets

	Percentage Changes



	This Years figure less last years figure x100

Last years figure


MEASURES OF PROFITABILITY 

	Mark-up %



	The formula tells you
	· The amount that is added to the cost of the goods to get the selling price. 

	Meaning of a calculation
	A Mark-up % of 200% means that 200% is added to the cost price of goods to get the selling price of the goods.

	Will rise if
	· Business sells proportionately more of higher mark-up items (change in sales mix)
· Business has increased mark-up

	Will fall if
	· Mark-up has been reduced (to increase sales)

· Theft or loss of stock

· Business sells proportionately more of lower mark-up items (change in sales mix)

	To improve
	· Increase prices

· Find a cheaper supplier while keeping selling prices the same 

· Sell a different range of goods with higher mark-up%

A good structured answer would be… Find a cheaper supplier while keeping selling prices the same (Recommendation) which will increase the amount received per item increasing the Mark Up % (Justifying Recommendation)

	Links to other analysis measures
	The mark up % affects the gross profit %, the net profit % and return on owner’s equity.

· An increase in the Mark up % will increase the above.

· A decrease in the Mark up % will decrease the above

	Gross Profit %



	The formula tells you
	· The proportion of sales that is gross profit. 

	Meaning of a calculation
	· A Gross profit percentage of 50 % means that 50 cents in every dollar of sales is gross profit.

	Will rise if
	· Business sells proportionately more of higher mark-up items (change in sales mix)
· Business has increased mark-up

	Will fall if
	· Mark-up is reduced

· Theft of stock

· Selling proportionately more lower mark-up items (change in sales mix)

	To improve
	· Increase prices

· Increase mark-up 
· Find a cheaper supplier while keeping selling prices the same

· Sell goods with higher mark-up%

A good structured answer would be… Increase mark-up % (Recommendation) (meaning the business will be getting more on each good sold increasing the gross profit %) Justifying Recommendation)

	Links to other analysis measures
	The Gross Profit % is affected by the Mark up %, and in turn affects the net profit % and return on owner’s equity.

· An increase in the Gross profit up % will increase the net profit % and return on owner’s equity.
· A decrease in the Mark up % will decrease the net profit % and return on owner’s equity. 

	Administration Expense %


	The formula tells you
	· The proportion of sales $ used up by administration expenses. 

·  

	Meaning of a calculation
	· An administration expense % of 15% means that for every dollar of sales 15 cents is administration expense.


	Will rise if
	· You spend more on administration expenses (relative to sales). For example the business paid more for insurance on the office equipment, or they employed another office worker (more office wages).

	Will fall if
	· You spend less on an expense (relative to sales). For example the business paid less in office power as turned of all appliances and lights at night

	To improve
	· Manage expenses better, or reduce expenses. Use a cheaper internet supplier – to reduce administration expense %. Avoid saying firing staff. 
For Example: To improve the Administration Expense % the business could change to a cheaper internet supplier (Recommendation with a specific example) which would decrease the administration expenses and decrease the Administration Expense % (Justifying Recommendation)


	 Links to other analysis measures
	· A Decreasing Administration expense percentage will Increase Net Profit and Return on Equity (as there will be less profit taken up by expenses).
· An Increasing Administration expense percentage will Decrease Net Profit and Return on Equity.

	Distribution Expense % 


	The formula tells you
	· The proportion of sales $ used up by distribution expenses. 

	Meaning of a calculation
	A Distribution Expense  % of 15% means that for every dollar of sales 15 cents is distribution Expenses.


	Will rise if
	· You spend more on a distribution expenses (relative to sales). For example on advertising or Delivery Van costs.

	Will fall if
	· You spend less on an expense (relative to sales). For Example, you spend less on Delivery Van Insurance.

	To improve
	· Manage expenses better, or reduce expenses. Use a cheaper internet supplier – to reduce administration expense %. Avoid saying firing staff. 
For Example: To improve the Distribution Expense % the business could change to a cheaper for of advertising such as the internet instead of radio(Recommendation with a specific example) which would decrease the Distribution Expenses and decrease the Distribution  Expense % (Justifying Recommendation).

	Links to other analysis measures
	· A Decreasing Distribution expense percentage will Increase Net Profit and Return on Equity (as there will be less profit taken up by expenses).

· An Increasing Distribution expense percentage will Decrease Net Profit and Return on Equity.

	Finance Cost %


	The formula tells you
	· The proportion of sales $ used up by finance costs. 

 

	Meaning of a calculation
	· A finance expense % of 15% means that for every dollar of sales 15 cents is finance costs.


	Will rise if
	· You spend more on finance costs (relative to sales). You may have a bigger loan, so more interest, so a higher finance cost %.

	Will fall if
	· You spend less on an expense (relative to sales). For example you re-fix your loans at a cheaper rate.

	To improve
	· Manage expenses better, or reduce expenses. Use a cheaper internet supplier – to reduce administration expense %. Avoid saying firing staff. 
For Example: To improve the finance cost % the business could pay off their loans, reducing the interest cost (Recommendation with a specific example) which would decrease the finance costs and decrease the finance cost % (Justifying Recommendation)



	Links to other analysis measures
	· A Decreasing Finance cost percentage will Increase Net Profit and Return on Equity (as there will be less profit taken up by expenses).

An Increasing finance cost percentage will Decrease Net Profit and Return on Equity.

	Note: 

When answering questions about changes to Expense percentages there are three categories of expenses:

· Distribution Expenses (e.g. Advertising, Shop Rent, Sales Wages)

· Administration Expenses (e.g. Rates, Accountancy Fees, Office Wages)

· Finance Costs (Interest…on Loan)

If asked about a reason for a change, or how to improve a category of expenses, insure the expense that you talk about is in the correct category.

Note: It is important that a business calculates their expense % to:

· See if they are controlling their expenses

· See if expenses could be better managed

· compare them for a previous period to see if they are improving

	Net Profit %



	The formula tells you
	· The proportion of each sales dollar that is net profit.  

	Meaning of a calculation
	· A Net profit % of 8% means that for every dollar of sales, 8 cents is net profit.

	Will rise if
	· Gross profit % increases

· Sales increases relative to expenses

· Expense % falls

	Will fall if
	· Gross profit % decreases

· Sales decreases relative to expenses

· Expense % increases

	To improve
	· Increase mark-up%

· Increase gross profit %

· Reduce expenses – any –  (give a specific example)

A good answer: To improve the net profit % The Pizza Palace could stop delivering pizza (Recommendation), which would reduce their distribution costs and would improve their net profit % (Justifying Recommendation)

	Links to other analysis measures
	The net Profit is effected by:

· A change in the Mark up % and Gross Profit % (an Increase in these will Increase Net Profit %. A Decrease in these will Decrease Net Profit %.

· A Decrease in any Expense % will Increase Net Profit %. An Increase in any Expense % will Decrease Net Profit %

	Return on Equity %



	The formula tells you
	· The % return on average capital invested. This should be compared to other forms of investment (such as bank deposit, other businesses) to see if your business is worthwhile.

	Meaning of a calculation
	· A figure of 17% shows that the owner is getting 17 cents return on every dollar invested in the business.



	Will rise if
	· If net profit rises because of more sales and/or less expenses

	Will fall if
	· If net profit falls because of less sales and/or more expenses

	To improve
	· Increase net profit by Reducing and expense, or increasing Mark Up %. 

A good answer would be: The Pizza Palace could increase their price of Pizza while keeping the costs the same. (Recommendation)This would mean they get more per item, increasing the net profit % and improving the Return on Equity %. (Justifying Recommendation)

	Links to other analysis measures
	· Any increase in net profit because of decrease in expenses or an increase in gross profit/mark up will increase it.
· Any decrease in net profit because of an increase in expenses or a decrease in gross profit/mark up will increase it.




MEASURES OF LIQUIDITY

	Current Ratio

	The formula tells you
	· The dollars of current assets available to meet current liabilities. 

· It shows the ability of a firm to meet its current debts as they fall due in the next accounting period

· A ratio of greater than 1:1 indicates that the business should be able to meet their debts as they fall due in the next accounting period. A ratio of less than 1:1 indicates that a business may not be able to meet their debts as they fall due in the next accounting period.

	Meaning of a calculation
	· A ratio of 2:1 shows that for every $1 of current liabilities the business has $2 of current assets meaning they should be able to meet their debts as they fall due in the next accounting period.

	Will fall if
	· Purchase of Non-Current asset for cash

· Repaying mortgage with cash
· Too much drawings

	To improve
	· Owner can invest more cash into business

· Sell more goods, services for profit

· Sell surplus property, plant and equipment for cash
· Take out a long term loan and invest cash into business

A good answer would be: The owner could invest cash into the business (Recommendation) which would increase the current asset bank (while current liabilities stay the same), and improve the current Ratio (Justifying Recommendation).

	Links to other analysis measures
	· A decreasing liquid ratio will decrease the current ratio (as liquid assets/liabilities are also current assets/liabilities).

	Liquid Ratio



	The formula tells you
	· The dollars of liquid assets available to meet liquid liabilities. 

· It shows the ability of a firm to meet its debts as they fall due in the next 1-2 months

· A ratio of greater than 1:1 indicates that the business should be able to meet their debts as they fall due in the next 1-2 months. A ratio of less than 1:1 indicates that a business may not be able to meet their debts as they fall due in the next 1-2 months.

	Meaning of a calculation
	· A ratio of 2:1 shows that for every $1 of liquid liabilities the business has $2 of liquid assets meaning they should be able to meet their debts as they fall due in the 4 -6 weeks.

	Will fall if
	· Too much drawings

· Purchase of Non current asset for cash

· Purchase of inventory on credit

	To improve
	· Owner can invest more cash into business

· Sell more goods, services for profit

· Sell surplus property, plant and equipment for cash
A good answer would be: The owner could invest cash into the business (Recommendation) which would increase the liquid asset bank (while liquid liabilities stay the same), and improve the Liquid Ratio (Justifying Recommendation).

	Links to other analysis measures
	A decreasing liquid ratio could be affected by a decreasing current ratio (as some liquid assets/liabilities are also current assets/liabilities).


MEASURE OF FINANCIAL STABILITY

	Equity Ratio



	Tells you
	· The proportion of assets financed by the owner. When it is greater than 0.5:1 it is good as the owner has financed more than half the business assets

· When it is less than 0.5:1 it is not so good as the owner has financed less than half the businesses assets (less than outsiders – who may be reluctant to lend more finance to the business)

	Meaning of a calculation
	· A ratio of 0.6:1 indicates the owner has financed 60 cents in every dollar of assets. 

	Will fall if
	Owner draws assets/cash out of the business

	To improve
	· Sell more services/goods

· Owner could invest more money/assets into the business
A good answer would be: The owner invest a vehicle into the business (Recommendation) which increase the equity relative to assets, improving the Equity Ratio (Justifying Recommendation).


Evaluating Financial AND Non-Financial Information:
Questions on this topic look at giving a recommendation, justifying your recommendations and then stating consequences of the recommendation

· Financial Information – has a $ value traceable to it (e.g. Net profit of $100,000, sales are $300,000, the initial investment is $200,000)

· Non-Financial Information – is important but doesn’t have a financial value to it (e.g. the good location of the business, off-street parking, the age of the buildings)

For example – should Matt Smith buy Business A or Business B:

Answer (will be based on the information in the question that you will be given)

Recommendation: He should buy Business A

Financial Reason: Business A has a possible return on Equity of 45%, meaning that Matt will get more return on the capital that he invests.
Non Financial Reason: There is a new car park getting built next to Business A, meaning that there is potential for more customers to come through his business.

Consequences of his decision: Matt may have to hire more staff to work extra hours in Business A when more customers start coming through
