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· Is your business solvent?

· Is your business profitable?

· How is your business performing in key areas?

The records you keep can provide a great deal of information about your business and its performance. Details of sales made to customers, purchases made from suppliers and payments made to employees can all be used to see how the business is doing by turning the information into key accounting ratios.

Just as importantly, the information can be used to compare the performance of the business with its previous track record and with the performance of other similar businesses. You can also make comparisons to review how profitable the business is, how efficiently it is performing, and whether it is able to pay its bills on time.

This guide shows you what to monitor and how to interpret key financial information about your company. Remember that with most of these measures, the trend over time is often more revealing than one figure in isolation.

Is your business solvent?

A business is considered to be solvent when it can pay its debts as they become due. In day-to-day terms, this means it can pay its suppliers by having enough working capital.

There are two key ratios that help us determine whether a business is showing a solvent position:

· Current ratio.

· Quick ratio (sometimes called acid test ratio).

The current ratio looks at the relationship between current assets and current liabilities. These figures are always shown on the balance sheet and the ratio is calculated as follows:

1. Current ratio = current assets ÷ current liabilities

Current assets include: stock, debtors and cash. Current liabilities include: trade creditors, current tax liabilities, bank overdraft and so on.

The word "current" implies short-term assets or liabilities, payable or receivable within one year.

If current assets totalled $40,000 and current liabilities $20,000, then the current ratio would be:
Current ratio = $40,000 ÷ $20,000 = 2:1

This would be considered a healthy result showing you have enough current assets to pay current liabilities as soon as they are due.

The quick ratio, or acid test ratio, is useful as it measures liquidity more precisely than the current ratio.

This is because it does not include the value of stock within current assets. Turning stock into cash takes time, with payment terms typically standing at 30 days or more.

So you calculate the quick ratio by dividing current assets (without stock) by current liabilities:

2. Quick ratio = current assets less stock ÷ current liabilities

Using the figures from the example shown for the current ratio, and assuming the value of stock to be $10,000, we see the quick ratio would be:

Quick ratio = ($40,000 - $10,000) ÷ $20,000
= $30,000 ÷ $20,000
= 1.5:1

When reviewing the liquidity of a business, it is common practice to look at both the current ratio and quick ratio. For example, a business may look healthy using the current ratio, but this won't show if it's carrying too much stock.

An apparently healthy level of current assets might hide the fact that a large proportion of the current assets is made up of stock. Stock can usually be turned into cash - but only over time, and to do it quickly might require discounting.

Is your business profitable?

You can see if your business is profitable by preparing a profit and loss account, but you need to put that profit into perspective. Ask yourself:

· Is the profit growing in proportion to the size of the business?
· Is the profit growing or falling in relative terms - are you making as much profit on extra sales as you were on existing sales?
· Is the business as profitable as other businesses in the same sector?

The size of a business is often measured by looking at:

· Levels of turnover (sales)

· Value of assets.

· Amount of capital invested in the business.

· Number of employees.

You can put the profit in perspective by looking at various ratios which compare profit as a percentage of sales or assets.

Gross profit margin

One of the most commonly used ratios is the gross profit margin, which looks at gross profit as a percentage of turnover:

3. Gross profit % = gross profit ÷ sales x 100

So if a business makes a gross profit of $45,000 from sales of $135,000, the calculation will be:

Gross profit % = $45,000 ÷ $135,000 x 100 = 33%

This means that for every $1 of sales the business achieves, profit after taking off the costs of production is 33cents.

Small changes in this percentage can indicate that your costs of production are creeping up, which should prompt you to consider increasing prices or looking for cheaper suppliers.

Your gross profit margin is not the same as your mark up, which is calculated as follows:

Your gross margin can also be used to calculate your break-even point, ie the level of sales you need to achieve to make a profit:

4. Break-even = fixed expenses ÷ gross margin

For example, for a business with fixed expenses of $50,000 and a gross margin of 40 per cent, break-even would be at $125,000 of sales.



How is your business performing in key areas?

There are several ratios which you can use to measure how individual aspects of a business are performing, we will look at the most important – debt ratio.

You've already looked at the big measures - can you pay the bills as they fall due? Are you making the sort of profit at the gross or net level that you used to, or expected to? But by looking at individual parts of the business, you can gain more insight into profitability and efficiency.

This ratio is:


· Debt Ratio

5. Debt Ratio = Total debt   (liabilities) ÷ total assets

A financial ratio that measures the extent of a company’s or consumer’s leverage. The debt ratio is defined as the ratio of total debt to total assets and can be interpreted as the proportion of a company’s assets that are financed by debt.

For example, if your total debt come to $300,000 and the business's total assets is $600,000, then the borrowing ratio would be 0.5. This would be positive: usually bankers and financiers like to see this ratio at a level of at least 1:1.

The higher this ratio, the more leveraged the company and the greater its financial risk. Debt ratios vary widely across industries, with capital-intensive businesses such as utilities and pipelines having much higher debt ratios than other industries like technology. In the consumer lending and mortgage businesses, debt ratio is defined as the ratio of total debt service obligations to gross annual income.
