A-LEVEL BUSINESS « EXERCISE SHEET

10.2 Analysis of published accounts
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KEY WORDS gearing f[ /] o current ratio izl tb% o liquidity Jiislift o profitability 22 /)
o ratio analysis [ %7

Objective

Build the skills to answer exam questions on analysis of published accounts I} 234t
— ratio analysis W% 434T: profitability % FlfE ) (gross/operating margin, ROCE),
liquidity Jiizli1E (current and acid-test ratio), and gearing FLfT.

You must be able to:

o calculate profitability, liquidity and gearing ratios
o explain what each ratio shows

« analyse and evaluate a firm’s performance and the limits of ratios
1 Worked examples

B Key ratios

what it owns funded by
. current
curren liabilities
assets

non-current

liabilities
non-current
assets equity
(owners)

Ratios link two figures from the statements to judge performance

operating profit current assets
p. &b x 100% current ratio = T
capital employed current liabilities

ROCE =

) - - 80000
. ggrk(;((i)(yROCE. operating profit $80,000, capital employed $400,000 — J55555 X
ot 0.
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« Worked current ratio: current assets $60,000, current liabilities $30,000 —

—28888 = 2.0 (about 1.5-2 is safe).

« Gearing = non-current liabilities + capital employed x 100; high gearing is risky
if interest rates rise.

Answer shapes: AO1 + AO2 + AO3 (reasoning chain) + AO4 (a supported judge-
ment in context).

2 Practice

2.1 State what the current ratio measures. 2]

2.2 A firm has operating profit of $50,000 and capital employed of $250,000. Calculate
its ROCE. 2]

2.3 State one limitation of ratio analysis. 2]

3 Exam-style questions

3.1 Explain one reason why a business calculates its gross profit margin. k

w
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3.2 A firm has current assets of $80,000 (including $30,000 of inventory) and current
liabilities of $40,000.

(a) Calculate the current ratio. 2]
(b) Calculate the acid-test ratio. 2]
(c) Analyse what these two ratios suggest about the firm’s liquidity. 4]
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3.3 Evaluate the usefulness of ratio analysis for judging a business’s performance.  [12]
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