FINANCIAL DEFINITIONS

Accounts Receivable is the total value of money owed to the company by its customers for past sales.

Accounts Receivable Days see Accounts Receivable/Sales
Accounts Receivable/Sales is the value of accounts receivable expressed in terms of sales income. It is usually expressed in terms of days of sales (by dividing the total value of account receivable by the average sales income per day). Note: this measure may also be called Account Receivable Days.

Account Receivable Days measure the average time it takes for customers to pay the company. Therefore, it measures how efficiently the company collects money. Speedier debt collection means that there is less money tied up in customer debts and, all other things being equal, a higher level of profitability.

Account Receivable Days vary from industry to industry. However, a typical level is 70 to 80 days.

Accounts Receivable Turnover is the sales divided by the accounts receivable and so shows the average number of times the accounts receivable are collected each year.

Acid Test Ratio - see Quick Ratio
Administration Costs are the total of all the office costs such as telephones, clerical costs, office heating etc.

Administration/Sales (%) is the administration costs expressed as a percentage of the value of sales.

Asset Turn see Sales/Total Assets
Balance Sheet is a key account that provides the information describing the value of assets owned by the company and money owed by the company (at a particular date). A typical balance sheet consists of the following groups of data:

Stockholders' Equity (Liability)

Long Term Liabilities

Fixed Assets

Current Assets

Current Liabilities

Business Type uses data available from a company's final accounts to provide a description of the type of business. The measures that might be used to describe the business are as follows:

Sales Per Employee

Operating Profit/Employee

Staff Costs/Sales (%)

Plant & Mach./Employee

Inventories/Cost of Goods Sold

Account Receivables/Sales

Depreciation/Staff Costs (%)

Distribution Costs/Sales (%)

Administration Costs/Sales (%)

Other Costs/Sales (%)

These measures will vary from industry to industry and, for example, manufacturing industries will be very different from retail businesses.

Capital Employed may be calculated either by subtracting from the total assets the non-interest bearing current liabilities, or by summing the stockholders' equity and the borrowed funds.

Cash & Deposits are the cash on hand plus credit balances at the Bank.

Cash less Overdraft is the immediate money situation. As it is often negative (overdrafts larger than cash) it may show immediate funding needs.

Cost of Goods Sold is the cost of the goods sold during the accounting period. It equals the cost of manufacturing (labor, materials & manufacturing overheads) adjusted for changes in the value of inventories.

Cost of Goods Sold/Sales (%) is the Cost of Goods Sold expressed as a percentage of the value of sales.

Current Assets is the sum of account receivables, inventories, cash and deposits. It represents assets that should be turned into cash in the near future.

Current Liabilities is the sum of overdrafts, short-term loans, unpaid tax, unpaid dividends, trade creditors and other short-term liabilities. It represents the liabilities that must be paid during the next year. 

Current Ratio is the current assets divided by the current liabilities. It is a key measure of liquidity as it measures the company's short-term ability to pay its bills.

It is generally accepted that (for a manufacturing company) the current ratio should be approximately 1.5. If it is substantially below this figure then suppliers and bankers will be concerned about the company's ability to pay its bills. If it is substantially above this figure, the company is probably making inefficient use of its current assets (and therefore reducing the potential level of profitability).

The current ratio is also called the Working Capital Ratio or the Liquidity Ratio.

Depreciation is the book cost of using fixed assets charged in the period. It provides a way of charging for capital assets that have a life longer than the trading period.

The fixed assets on the Balance Sheet are reduced each period by the amount of depreciation, and this depreciation is charged to the Profit & Loss account.

Depreciation/Staff Costs (%) is the depreciation expressed as a percentage of staff costs. Therefore it is a measure of the relationship between capital equipment and staff (capital intensity). Highly automated businesses will have a high depreciation/staff costs percentage. Labor-intensive businesses will have a low percentage.

Distribution Costs these are the total costs of packing and distributing the product to the customer during the period.

Distribution Costs/Sales is the distribution costs expressed as a percentage of the value of sales.

Dividend this Profit and Loss account entry is the total dividend paid or to be paid for the period.

Dividend/Earnings (%) is the dividend expressed as a percentage of earnings. Thus it measures the balance between the immediate rewards for stockholders and reinvestment for the future. Also known as Dividend Payout Ratio.

Dividend Payout Ratio see Dividend/Earnings (%).

Dividend Yield is the Dividend expressed as a percentage of Market Capitalization. Also called Yield.
Earnings are the operating profit less interest and tax. Thus it represents the "profits" earned by the company for its stockholders in the current year.

Earnings/Stockholders' Equity (%) is the earnings expressed as a percentage of the stockholders' equity. Thus it measures the return earned by the stockholders. (But it measures this return based on the balance sheet value rather than the stock market value of the stockholders' equity.) It should comfortably exceed interest rates or inflation (whichever is greater).

Earnings Report see Income Statement

Financial Leverage is the total value of long-term borrowed funds, overdrafts and short-term loans divided by the value of the stockholders' equity. It is a key measure of a company's long term liquidity and therefore of its ability to survive and grow.

It reflects the division of the company's sources of funds between "bankers" and stockholders. It is generally accepted that the financial leverage should not normally be above 0.5 in the UK. (Note: this target value varies from country to country). If gearing is substantially above this figure the bankers will be concerned about the company's ability to pay its bills and therefore its ability to survive in the long term. If it is substantially below this figure the company may be able to borrow further for long term expansion.

Financial leverage also measures the balance between borrowing to take advantage of opportunities and the loss of business control to the bankers.

Finished Goods is the total value of the finished inventories on hand at the end of the period. Also shown as Finished Inventories.

Finished Inventories see Finished Goods.

Goodwill will only occur in exceptional circumstances when the company has bought another company at above its asset value. Goodwill represents the difference between the price paid for the company and the assets bought. It is normally written off as soon as possible.

Income Gearing (%) is the interest expressed as a percentage of the operating profit. Thus it shows to what extent a company can pay for its borrowings or what percentage of profits has to be paid for borrowing outside funds.

Income Statement is a key account providing information describing how the company has been trading over a period of time. Therefore it provides information on sales, expenditures, profit and tax. A typical Income Statement consists of:

Sales 

Cost of Goods Sold

Distribution Costs

Administration Costs

Other Costs

Operating Profit

Interest Paid

Pretax Profit 

Income Taxes

Earnings

Dividend

Retained Profit

The Income Statement may also be called the Earnings Report, Operating Statement or Profit and Loss Statement.

Interest Paid shows the total amount of interest paid on loans (long & short-term) and overdrafts less any interest earned on Bank Deposits.

Income Taxes is the value of tax that is due based on the operation of the business over the period. It is shown in the Profit & Loss Statement.

Inventories/Cost of Goods Sold is the total value of inventories (expressed in days) as a proportion of the Cost of Goods Sold. Thus it is a measure of the average inventory level. (Note: it is also known as Inventory Days). This measure of the level of inventories may also be expressed as the Cost of Goods Sold divided by the value of inventories (this form of the measure is known as Inventory Turnover).

The level of inventory varies depending on the industry and the efficiency of the business. A typical value (for manufacturing industries) is 73 days (an Inventory Turnover of 5).

Inventory Days see Inventories/Cost of Goods Sold
Inventory Turnover see Inventories/Cost of Goods Sold
Investments show the value (at cost) of Stocks owned in other companies.

Issued Stocks shows the total value of stocks issued by the company to stockholders. (The stocks are at their nominal value.)

Key Business Measures are calculated from the final accounts (Income Statement and Balance Sheet) to help evaluate the performance of the business. This data can be used to produce several key measures of business performance as follows:

Sales 

Operating Profit

Earnings

Total Assets

Operating Profit/Total Assets

Earnings/Stockholders' Equity

Financial Leverage

Current Ratio

Quick Ratio

These measures summarize how well the company has performed in terms of profitability and liquidity. And, by comparing one period with the next, how the company has grown.

Land & Buildings shows the value of land and buildings. It shows the value at the last valuation and therefore may be substantially different from the current value.

Liquidity is a group of measures of the financial strength of a company and so answer the questions "Have we enough cash? Should we borrow more? Can we borrow more?"

Measures of liquidity look at whether the company can fulfill its financial obligations to bankers, suppliers etc. Key measures of liquidity are as follows:

Current Ratio

Quick Ratio

Trade Creditors to Stock

Cash Less Overdraft

Financial Leverage

Income Gearing

Stockholders' Equity/Fixed Assets

Liquidity Ratio see Current Ratio
Long Term Debt shows the total value of money borrowed that is to be repaid at least one year in the future. Also known as Long Term Liability or Long Term Debt.

Long Term Loan see Long Term Debt.
Long Term Liability see Long Term Debt.

Market Capitalization is the current value of the company on the Stock Exchange. Therefore it is the total number of issued stocks times their current market price.

Net Assets is total assets less current liabilities. It is a measure of the capital worth of the company.

Net Current Assets see Working Capital.

Net Operating Income see Operating Profit.
Net Operating Profit see Operating Profit. 

No. of Employees is the total number of full-time-equivalent employees.

Number of Stocks is total number of Stocks issued by the company.

Operating Income see Operating Profit.
Operating Profit is calculated by subtracting from Sales the Cost of Goods Sold, Distribution and Administration and Other Costs. Since it does not include interest charges (which are influenced by the mix of funding between stockholders and bankers) it provides a measure of the trading success of the core business. 

It is synonymous with Net Operating Profit, Operating Income and Net Operating Income. 

Operating Profit/Employee is the operating profit divided by the number of employees. It provides a measure of the effectiveness of the company's human resources.

Operating Profit/Sales (%) is the operating profit expressed as a percentage of the value of sales. Therefore it measures how efficient the company is at gaining sales. It normally ranges from 3% to 20% depending on the industry, degrees of competition and risk, the efficiency of the business and the value added.

Operating Profit/Total Assets is the operating profit expressed as a percentage of the total assets. Thus it measures the profitability of the business from the viewpoint of managerial efficiency. It normally ranges between 9% and 17% depending on the industry, degrees of competition and risk, and the efficiency of the business.

Operating Statement see Income Statement

Other Assets includes all miscellaneous assets such as capitalized research & development costs and patent rights.

Other Costs includes marketing and research & development expenses.

Other Costs/Sales is other costs expressed as a percentage of the value of sales.

Other Fixed Assets is the current value of other long term fixed assets.

Other Liabilities includes taxes owed (other than current corporation tax), the value of unpaid leases on fixed assets etc.

Other Published Data additional data published as part of a typical company's Final Accounts are as follows:

Staff Costs

Number of Employees

Depreciation

Stock Market Price

Number of Issued Stocks

Overdraft & Short-Term Loans is the total of all the borrowings that are due to be repaid during the next twelve months. May also be shown as Short-Term Borrowings, Short-Term Debt or Short-Term Liabilities.

Paid in Surplus represents the difference on the sale of a new issue of stocks to stockholders between the actual price obtained and the nominal stock price.

Plant & Mach./Employee is the value of plant and machinery expressed on a per employee basis. Thus it is a measure of capital intensity. An upward trend in this figure may show that the business is being modernized (or it may be due to increased labor productivity).

Plant & Machinery (NBV) is the current (net book value) of factory plant and machinery. Thus it is the total original cost of plant and machinery less accumulated depreciation.

Price/Earnings Ratio is the current Stock Exchange value of the company compared with the profits earned. Thus it is a measure of the stockholders' return. The value varies depending on the industry, degree of competition, risk and business efficiency but a typical figure is about 11. The value varies also according to the stockholders' expectations for the company. For example, a "blue chip" company will have a lower ratio than a growth company (whose stockholders expect the value of their holdings to appreciate as the company grows).

Profit & Loss Statement is a key account providing information describing how the company has been trading over a period of time. It is described under Income Statement. 
Profitability are measures that attempt to answer the question "Are we making enough money for the effort?" and allow strengths and weaknesses to be identified.

Profitability measures the relationship between the profits earned and the amount of financial resources necessary to earn the profit. Thus the basic measure expresses a return (Profit) as a percentage of an investment. Additionally, measures of profitability must be from two viewpoints, those of management and of stockholders. Key measures of profitability are as follows:

Operating Profit/Total Assets (%)

Operating Profit/Sales

Sales/Total Assets

Return on Capital Employed

Earnings/Stockholders' Equity

Dividends/Earnings

Times Covered

Market Capitalization

Price Earnings Ratio

Quick Ratio is the current assets less inventories divided by the current liabilities. Like the current ratio, it is a key measure of liquidity. It measures the company's short-term ability to pay its bills. By excluding the value of inventory from the value of current assets, it takes into account the fact that a common cause of business problems is the inability to sell the right products. If the products are wrong, the value of inventory will include products that may be unsaleable, except at a heavily discounted price.

It is generally accepted that this measure should approximate 1.0. If it is substantially below this figure then suppliers and bankers will be concerned about the company's ability to pay its bills. If it is substantially above this figure, then the company's current assets are at an inefficient level.

It is also known as the Acid Test Ratio and Quick Asset Ratio.

Raw Inventories is the total value of raw material inventories on hand at the end of the period.

Receivables see Accounts Receivable.

Receivable Days see Accounts Receivable
Receivable/Sales see Accounts Receivable/Sales 

Receivable Turnover see Accounts Receivable Turnover 

Retained Profit is the value of the proportion of profit accruing to stockholders that has been retained for the future expansion of the business. (Therefore it equals earnings less dividends.)

Return on Capital Employed is the operating profit expressed as a percentage of the capital employed. Thus it is a key measure of the profitability of the "core" business. Therefore it is a key measure of the effective management of the core business. The normal range is 13% to 25%.

Revenues see Sales

Sales is the net value of sales made to customers during the period. May also be shown as Revenues.

Sales per Employee are the average level of sales income earned per employee.

Sales/Total Assets is the value of sales divided by the total asset value. Therefore it is a key measure of the efficiency of the use of the company's capital resources. It is particularly significant in high fixed-cost companies. (It is also called Asset Turn).

Short-Term Borrowings see Overdraft & Short-Term Loans.

Short-Term Debt see Overdraft & Short-Term Loans.
Short-Term Liabilities see Overdraft & Short-Term Loans.
Staff Costs is the total payment made for staffing during the period. It comprises wages & salaries, social security and pension costs.

Staff Costs/Sales (%) is the staff costs expressed as a percentage of sales. Therefore it is a measure of labor intensity.

Stock Market Price is the currently quoted price for the company's Stocks on the Stock Exchange.

Stockholders' Equity is the total value of funds that belong to the stockholders. Thus it is the sum of the value of Issued Stocks, Paid in Surplus and Retained Earnings.

Stockholders' Equity/Fixed Assets is the ratio of the total stockholders' equity to fixed assets. It provides a measure of financial risk. A typical value is 1:1.

Tax & Dividends Due is the value of tax and dividends that are owed and still have to be paid at the end of the period. It is shown as part of the current liabilities on the Balance Sheet.

Times Covered is the earnings divided by the amount of the dividend. (See also Dividends/Earnings). Typically it is 3.

Total Assets is the sum of fixed and current assets.

Total Fixed Assets is the sum of the values of land & buildings, plant & machinery (NBV) and other fixed assets.

Total Inventories is the sum of raw materials, work-in-progress and finished inventories.

Trade Creditors is the money currently owed by the company to the suppliers of raw materials and component parts.

Trade Creditors to Inventory is the value of trade creditors expressed as a proportion of the value of stock. Therefore it is a measure of the extent to which the creditors fund inventories.

Trading Period is the period (usually a year) covered by the accounts in question.

WIP Inventories is the total value of the work-in-progress inventories on hand at the end of the period. Therefore it is the value of inventories that are in the process of being converted into finished product.

Work in Progress see WIP Inventories.

Working Capital is the net amount of money that is used to fund the short-term operation of the business. It is the Current Assets less the Current Liabilities.

Working Capital Ratio see Current Ratio.

Yield see Dividend Yield.

© 1985, 1992 & 2001 Hall Marketing                                     FINDEFUS                                                                     Page 8

