26. Limitations of ratios 
1. Delete as necessary and fill in the gaps
Three things can go wrong when analysing accounting ratios: the underlying figures may be misleading (perhaps because of window - _________________); the trading position of the business may have changed dramatically since the accounts were invented/published; and, thirdly, the analyst may rush too quickly to draw conclusions, whereas ratios are best used as a way to raise _________________. Of these three, the most serious problem is that the figures come from accounts that record past information. The accounts are history books. Therefore it is risky to use them to make decisions about the present, and even more questionable to use them to look into the ________________.   Missing words include:  standards, future, questions, dressing, books
2. A sharp recession hits. What might be the effect of recession on these pieces of financial data?
	   
	Rapid increase
	Rapid decrease
	No or V. Little Effect

	2.1  The R.O.C. of a leading clothing chain such as Next plc  
	
	
	

	2.2  Debtors at a manufacturer of crisps/snacks
	
	
	

	2.3  Net current assets at an upmarket clothes shop
	
	
	

	2.4  The gearing level at a loss-making car dealer
	
	
	

	2.5  The market value of a firm’s long-term assets
	
	
	

	2.6 The current ratio at a supermarket such as Sainsburys
	
	
	

	2.7  The stock level at a jewellery shop 
	
	
	


3.  Give two:
3.1 Reasons why a firm might window dress its accounts:____________________________________________
______________________________________________________________________________________
3.2 Reasons an analyst should not just look at a firm’s gearing ratio_____________________________________
______________________________________________________________________________________
3.3 Questions raised by seeing a firm has very high level of debtors_____________________________________
___________________________________________________________________________________________________________
4. True or False?

4.1 A firm’s latest available published accounts can be as much as 15 months’ old.

4.2 Some firms (and banks) have off-balance-sheet debts that disguise the real gearing level.
4.3 Luckily, one ratio cannot be disguised; the acid test ratio is always accurate.
4.4 Most firms, most of the time, try to make sure their published accounts are completely accurate.
5.  On the left are listed four situations where ratios may be misleading. Match each one with the explanations given on the right. 

5.1 Liquidity may have slumped in recent months
A. The firm is using off-balance-sheet financing techniques
5.2 Stock turnover is far better than it looks 
B. The firm’s profitability has been wrecked by a new rival
5.3 The gearing level is actually higher than it looks
C. A new product has been launched since the last accounts
5.4 Return On Capital is being overstated

D. The firm was a major supplier to a firm that’s collapsed
26. ANSWERS: Limitations of ratios
1. dressing … published … questions … future

	   
	Rapid increase
	Rapid decrease
	No or V. Little Effect

	2.1  The R.O.C. of a leading clothing chain such as Next plc  
	
	· 
	

	2.2  Debtors at a manufacturer of crisps/snacks
	· 
	
	

	2.3  Net current assets at an upmarket clothes shop
	
	· 
	

	2.4  The gearing level at a loss-making car dealer
	· 
	
	

	2.5  The market value of a firm’s long-term assets
	
	· 
	

	2.6 The current ratio at a supermarket such as Sainsburys
	
	
	· 

	2.7  The stock level at a jewellery shop* 
	· 
	
	


*Assuming that sales fall sharply, and the shop struggles to cut stocks
3.1 To hide a figure or ratio that would give a misleadingly worrying picture of the firm’s finances; to deliberately mislead outsiders as to the firm’s finances.

3.2 Gearing might be low, but liquidity even lower; gearing might be high, but liquidity high enough to keep the business from crisis

3.3 Does the firm have very poor credit control? Or does it have a marketing policy of generous customer credit (as DFS at least appears to have)

4.1 True

4.2 True (in effect, this is what happened to Woolworths; its sale and leaseback deal included rising charges that were more punishing than a bank loan)

4.3 False (it will be inaccurate if the firm is ignoring that some slow payers (debtors/receivables) may become bad debts)

4.4 True
5.1 D   

5.2 C   

5.3 A   

5.4 B
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