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A Level Business A guide to the financial accounting area of study

BUSINESS

The following guidance has been prepared in order to assist centres in the preparation of Example:
their candidates for the financial accounting element with OCR GCE Business. The material

_ _ ; Income statement for the year ended 31 January 2016
makes use of the international accounting standards.
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Centres do need to be aware that although this guidance is quite comprehensive, it is not Revenue 750
necessarily exhaustive and OCR reserves the right to consider other appropriate aspects of Cost of sales 490
accounting. It is designed as a guide only and does not replace the specifications which G fi >
are the definitive documents for OCR AS and A Level Business. The income statement and e [ 20
statements of financial position examples provide outlines of acceptable format. They do not Expenses 150
provide an exhaustive list of items that may be included in the documents. Operating profit 110
Depreciation 20
Profit before interest and tax (PBIT) 20
Finance costs 20
Profit before tax 70
Tax 18
Profit for the year 52
Dividends 40
Retained profit 12
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Statement of financial position as at 31 January 2016

Statement of financial position as at 31 January 2016

£000s £000s £000s £000s £000s £000s
Non-current assets Non-current assets
Intangible assets 50 Intangible assets 50
Property, plant & equipment 540 Property, plant & equipment 540
Investments 10 Investments 10
600 600
Current assets
Current assets Inventories 100
Inventories 100 Trade and other receivables 150
Trade and other receivables 150 Cash and cash equivalents 50 300
Cash and cash equivalents 50 300
Current liabilities
TOTAL ASSETS 200 Trade and other payables 60
Overdraft 15 75
Current liabilities
Trade and other payables 60 Net current assets 225
Overdraft 15 75
Non-current liabilities
Non-current liabilities Loan 330
Loan 330
Net assets 495
Capital & Reserves attributable to Capital & Reserves attributable to
equity holders equity holders
Share capital 200 Share capital 200
Retained earnings 295 495 Retained earnings 295
TOTAL EQUITY & LIABILITIES 00 TOTAL EQUITY 495

Note: both of the above formats are acceptable and the number of columns used in each

statement can vary.

Additional information: 200 000 £1 ordinary shares

Current share price = £5.00
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Ratio Formula Data Outcome Interpretation
Liquidity ratios
Current ratio Current assets 300 4.00 This is a broad test of liquidity. Any value above 1 indicates that the firm can pay its
Current liabilities 75 short term obligations from its current assets.
Acid test Current assets — inventories (stock) 300-100 2.67 This is a more stringent test of liquidity in that it recognises that inventory may not be
Current liabilities 75 immediately convertible to cash at full book value.
Profitability ratios
Gross profit margin Gross profit x 100 260x 100 | 34.67% Measures how much of each £1 of sales becomes gross profit. The larger the
Revenue 750 percentage the better and may indicate both the amount of value the business is able
to add and the nature of competition in its market.
Net profit margin Profit before interest and tax x 100 90 x 100 12.00% Measures how much of each £1 of sales becomes net profit. It is acceptable to use
Revenue 750 operating profit instead of PBIT in the calculation. The larger the percentage the better.
By taking profit before interest and tax it is possible to measure the aspects over which
the business has control. If profit was after interest and tax, then a rise in interest and
tax rates would depress npm and so make the business look less profitable, whereas
managers are not able to control these factors. If the detail in the income statement
does not include PBIT, then it is acceptable to use profit for the year, with a note to
explain that this is an approximation.
Return on capital employed Operating profit x 100 110 x 100 13.33% The most fundamental measure of business financial performance and efficiency, in
(ROCE) Capital employed 330 + 495 that it measures what comes out, profit, to what goes in, capital employed. The higher
(Total equity + non-current the percentage the better and the more efficient the business is in turning capital into
liabilities) profit.
Return on equity Profit for the year x 100 52 x 100 10.51% Measures the amount the shareholders are getting back for every £1 of equity
Total equity 495 investment. Given that shareholders are likely to have a financial objective, the higher
the percentage the better.
The following ratios are ONLY examined at A Level
Solvency ratios
Gearing Non-current liabilities  x 100 330 x100 | 40.0% This shows the extent to which the business relies on debt (external) funding in its
Capital employed (Total 495+ 330 long term capital structure. High gearing has the effect of magnifying the EPS and P/E
shareholders’equity + non-current ratios.
liabilities)
Interest cover Profit before interest and tax (PBIT) |90 4.5 times This shows how many times the business is able to pay its interest commitment from
Finance costs (Interest payable) 20 the year’s profits. The larger the value the less the risk. A value less than 1.0 means that

the business is unable to pay its interest and this may lead to loan foreclosure.
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Efficiency ratios

Creditor turnover (Creditor/ Cost of sales* 490 8.2 times creditors 8.2 times per year i.e. it takes 44.7 days to settle its invoices. A business would
trade payables payment Trade payables (creditors) 60 want a long creditor payment period. Technically, the creditor turnover/collection
period) period should be based on just credit purchases and not on all purchases.
Trade payables (creditors) x 365 60 x 365 44.7 days
Cost of sales* 490
*where purchases on credit are
known they should be used instead
of cost of sales.
Debtors/receivables Revenue* 750 5.0 times On average the company collects payment from its customers 5 times per year, i.e.
turnover Trade receivables (debtors) 150 debtors have an average collection period of 73 days. A business would want a short
(Debtor collection period) debtor collection period. Technically the debtor turnover/collection period should be
Trade receivables (debtors) x 365 | 150 x 365 73.0 days based on just credit sales and not revenue.
Revenue* 750
*where credit sales are known they
should be used instead of revenue.
Non-current assets turnover Revenue 750 1.25 This measures the relationship between non-current assets and revenue. For every £1
Non-current assets 600 invested in non-current assets this business generates £1.25 of sales. The higher the
value the more productive are the assets.
Stock (inventory) turnover Cost of sales 490 4.9 times On average the company turns stock into sales 4.9 times per year. The larger the
Inventories (stock) 100 number the more active is the business. On average, the entire stock turns over every
75 days.
Inventories (stock) x 365 100 x 365 74.5 days
Cost of sales 490
Shareholder ratios
Dividend per share (DPS) Dividend 40 £0.20 Unless dividends exceed profit for the year i.e. dividends are paid out of previous years'
Number of shares in issue 200 earnings, DPS must be less than EPS. It shows the actual cash reward to each share.
Dividend yield DPS x 100 0.20 x 100 | 4.0% Compares the reward from dividends to the opportunity cost of having the share. The
Share price £5.00 larger the percentage the better for shareholders.
Earnings per share (EPS) Profit for the year 52 £0.26 This shows the extent to which the business relies on debt (external) funding in its long
Number of ordinary shares in issue | 200 term capital structure. High gearing has the effect of magnifying the EPS and P/E ratios.
Price/earnings ratio Share price 5.00 19.2 times A measure of market confidence in that the market values the business at a 19.2 times
EPS 0.26 multiple, hence the larger the value the more confident the market is that the business

will continue to generate reward for its shareholders.

N.B. For all ratios, the key is that regardless of whether comparisons are year on year or company to company, the same approach is always used.
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Wed like to know your view on the resources we produce. By
clicking on theLike’or ‘Dislike’ button you can help us to ensure
that our resources work for you. When the email template pops
up please add additional comments if you wish and then just click
‘Send’ Thank you.

If you do not currently offer this OCR qualification but would like to
do so, please complete the Expression of Interest Form which can be
found here: www.ocr.org.uk/expression-of-interest

OCR Resources: the small print

OCR's resources are provided to support the teaching of OCR
specifications, but in no way constitute an endorsed teaching
method that is required by the Board and the decision to use
them lies with the individual teacher. Whilst every effort is made
to ensure the accuracy of the content, OCR cannot be held
responsible for any errors or omissions within these resources. We
update our resources on a regular basis, so please check the OCR
website to ensure you have the most up to date version.

© OCR 2016 - This resource may be freely copied and distributed,
as long as the OCR logo and this message remain intact and OCR is
acknowledged as the originator of this work.

OCR acknowledges the use of the following content:
Square down & Square up: alexwhite/Shutterstock.com

Please get in touch if you want to discuss the accessibility of
resources we offer to support delivery of our qualifications:

resources.feedback@ocr.org.uk

We will inform centres about any changes to the specification. We
will also publish changes on our website. The latest version of our
specification will always be the one on our website
www.ocr.org.uk) and this may differ from printed versions.

Copyright © OCR 2016. All rights reserved.

Copyright

OCR retains the copyright on all its publications, including the
specifications. However, registered centres for OCR are permitted to
copy material from this specification booklet for their own internal use.

ocr.org.uk/alevelreform
OCR customer contact centre

General qualifications

Telephone 01223 553998
Facsimile 01223552627
Email general.qualifications@ocr.org.uk

OCR is part of Cambridge Assessment, a department of the University of Cambridge.
For staff training purposes and as part of our quality assurance programme your call may
be recorded or monitored. © OCR 2016 Oxford Cambridge and RSA Examinations is a
Company Limited by Guarantee. Registered in England.

Registered office 1 Hills Road, Cambridge CB1 2EU. Registered company number
3484466. OCR is an exempt charity.
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