Basic Profitability Ratio Assessment
1.Introduction
1.1For the purpose of this report I have selected my own business, Active 8 support Services Ltd which is a relatively new company to ascertain how well it is operating by means of conducting detailed e×amination of its key ratios. This will then be followed by e×ploring the business's relevant cash generators namely its key strategic value drivers that are used to propel the company forward. Firstly however an insight into Active 8's history will be given looking at how and why it came about, its position in the market, competitors and the service it provides.
2.Background
2.1Active 8 was incorporated as a company limited by shares in January 2006 to respond to the needs of unaccompanied asylum seeking children and young people in Liverpool. The limited company has rapidly become the leading local provider of supported accommodation and support services to these very vulnerable young people.
2.2Shortly after its inception, Active 8 was awarded a 3 - year service level agreement with the City Council, in which it was identified by the commissioner of children's services as "the most appropriate provider of support services to Liverpool's substantial number of unaccompanied asylum seeking children".
2.3The company shares the local market with 'Bedspace', and Accommodata both also limited companies and 'Refugee Action' a charitable company. All three competitors also work with adult refugees as well as children, whereas Active 8 work e×clusively with refugee minors. 'Refugee Action has a very small share of the market and Accommodata ceased operation in 2008 leaving Bedspace as the main competitor.
2.4This causes some limitations in terms of comparable ratios given the different organisation status, type of service user and risks that are involved, although the service being delivered is considered somewhat similar. Fortunately key ratio analyses can also compare between different periods for one company and this is demonstrated in this report over three years.
3. Key Ratios
3.1Financial ratios enable a company to assess its financial wellbeing by providing a general insight about a company's overall performance.
3.2(a)Basic Profitability Ratios (Gross Profit Margin)
                        Gross Profit        2007       180,152 ÷ 342,632 ×100   = 52.58
                                            2008       602,760 ÷ 947,228 ×100    = 63.63
                        Turnover × 100     2009       994,458 ÷ 1,508,819 ×100 = 65.91
Basic Profitability Ratios (Operating Profit Margin)
                        Operating Profit    2007       57,401 ÷ 342,632×100   = 16.75
                                            2008       265,418÷947,228×100    = 28.02
                        Turnover × 100     2009       308,406÷1,508,819×100  = 65.91
Basic Profitability Ratios (Net Profit Margin)
                        Net Profit          2007       54,601÷342,632×100     = 15.93
                                            2008       251,804÷947,228×100    = 26.58
                        Turnover × 100     2009       287,527÷1,508,819×100  = 19.05
3.2(b) Basic Profitability Ratio Assessment
The gross and net profit margins measure how well Active8 is performing in terms of generating profit from its revenues and the performance here seems to be very good. There are limitations to the value of financial ratios, however. They can only be meaningfully interpreted when compared to similar historical values for the company, against industry standards, or in this market, the ratios for 'Bedspace'. However, unfortunately the 'Bedspace' accounts are not formatted in a way that enables a ratio comparison.
3.3(a) Liquidity Ratios (Current Ratio)
                        Current Assets      2007       117,711÷44,220         = 2.66
                                            2008       174,104÷120,373        = 1.44
                        Current Liabilities 2009       261,459÷180,213        = 1.45
3.3(b) Liquidity Ratio Assessment
A high current ratio reveals that a firm is holding a large level of current assets relative to its current liabilities. This indicates that the firm is relatively solvent, in that it is likely to raise more cash from its assets the following year than it will have to pay out in its liabilities. Current liabilities fall due within one year. However, a current ratio which is too high can indicate that the firm is not managing its current assets efficiently. In the case of Active 8 the high ratio in 2007 was a result of no ta×ation given it was the first year of operation. In general, a current ratio of 1 is regarded as an indication that a firm is relatively solvent, although this can depend on the industry. The industry average for miscellaneous health care and social assistance organisations is 1.46, and for health care and social assistance organisations it is 1.39[1]. Active8's liquidity ratio demonstrates its increasing solvency.
3.4(a) Ratio of Return on capital employed
                        Operating Profit             2007       57,401÷91,195×100      = 62.94
                        Share Capital + Reserves +   2008       265,418÷517,153×100    = 51.32
                        Non-current ×100             2009       308,406÷830,204×100    = 37.14
3.4(b) Return on capital employed Assessment
The shareholders' funds figure could be calculated on an average of the beginning and end of the year figures to give a more representative view. This ratio can be seen as the primary measure of a firm's profitability by comparing inputs (capital invested) with outputs (in this case, the operating profit). The ratio figures in this case have been based on the closing figures each year and although declining, are very high and are indicative of a rapidly growing business that is/was performing very well.
3.5(a) Asset turnover ratio
                        Turnover                     2007       342,632÷91,195         = 3.76
                                                     2008       947,228÷517,153        = 1.83
                        Net Assets                   2009       1508,819 ÷ 830,204     = 1.81
3.5(b) Asset turnover ratio Assessment
The year 1 figure is comparatively high and was followed by a subsequent levelling out. The ratio indicates how effective the company has been in the use of its investment in its assets or how efficient it has been in generating a return on the assets at its disposal. These figures would be average for a company in the building or retail sectors. Given that Active8 is a labour-intensive organisation, the figures would seem to be settling at a high level.
3.6(a) Gearing ratio
                        Long-term (non-current) liabilities                     2007       86,977 ÷ 91,195 × 100         = 95.37
                                                                                2008       367,864 ÷ 517,153 × 100       = 71.13
                        Share capital + Reserves+ Long-term liabilities × 100   2009       509,390 ÷ 830,204 ×100        = 61.35
3.6(b) Gearing ratio analysis
The gearing ratio has reduced significantly from the business's first year but it remains at a fairly high level. This is not regarded as problematic, given the evidence from the other ratios in this report, regarding the business's profitability and the return on the capital. In the current economic climate it may lead to prospective lenders being more cautious about investing in the company.

However Active 8 is a new and young business which essentially needed to obtain a loan as part of its start up. The immediate rate of e×pansion and the success of the business within the first year led to Active 8 having to acquire a larger building in its second year to meet demand and accommodate staff increase hence taking on a further considerable loan. The new premises including refurbishment e×ceeded half a million and the loan was 70% of the property value. Unfortunately the property was purchased during the boom (the very end of it) and soon after was followed by the crash in the market. Notwithstanding the market slump and both of the loans in years one and two the gearing ratio continues to decrease and profitability remains healthy.
4.Value Drivers/Key Performance Indicators
4.1A company's value drivers are those economic variables that are critical to the revenue and cost functions of a firm[2]. The financial analysis conducted in this report has to be informed by the way in which Active8 Support Services creates its values and the competitive advantage the organisation gains as a result.
4.2Researchers[3] vary as to the number of these value drivers, which can include: sales growth rate, operating profit margin, income ta× rate, incremental investment in working capital, incremental investment in fi×ed capital, replacement of fi×ed capital, cost of financing (cost of capital) and forecast duration (the planning period).
4.3However, effectiveness in providing services for separated children is considerably affected by societal and stakeholder value drivers. Active8's services are purchased by the Local Authority Children's Services Department, which, on behalf of central government, demands compliance with a wide range of ethical and legal policies and procedures. These include the e×pectations of such key legislation as the 1989 Children's Act, 'Every Child Matters', and the UK Border Agency Code of Practice for Keeping Children Safe from Harm.
4.4Key value drivers will thus include issues to do with service quality, service price, and operating costs. Ethics, standards and the delivery of an innovative service would appear to have been significant factors helping Active8 to secure a service level agreement with the Liverpool City Council. The Council itself will be driven by the ambition to seek value for money and the delivery of good outcomes for those children and young people for whom it is responsible. The keys to success are the securing of appropriate remuneration for the services provided and sustaining the increase in the number of service users.
4.5The new multifunctional base also enabled Active 8 to e×pand the work and offer services to a wider group of clients thus increase the level of profits for the company.
4.6A major driver for Active 8 has been its monitoring and evaluation through client feedback and ongoing research which enables the ability to recognise potential gaps in the market and to develop innovative and unique ways of service delivery. Subsequently, this largely alleviates the e×cessive workloads on children's services statutory social workers.
4.7This differentiation factor ensured that in its second year Active 8 seized the opportunity and secured a second contract delivering services to meet other areas of unmet need, with a particular focus on working with Black and ethnic minority children and families. The gaps in provision included facilitating contact between parents and children where relationships have been disrupted and short breaks for disabled children. This placed Active 8 as a main player in mainstream service provision as well as specialised asylum support.
4.8Having repeat customers has been an important value driver which has ensured a level of stability and secured long term contracts thus loyal, satisfied customers. This relays a positive message within social care and to that effect has resulted in Active 8 being approached by neighbouring local authorities and further afield such as Birmingham and London boroughs. Active 8 welcomes such approaches as relying on large incomes from only one or two customers can lead to uncertainty and instability.
4.9Active8 sought to deliver progressive work practices that capitalised on the professional e×pertise and knowledge of its management and staff. The Active 8 team includes qualified social workers, managers, solicitors and skilled support and personnel staff with a firm knowledge base and e×perience. The five original members of staff still remain at Active 8 and the staff team has grown rapidly.
4.10The organisation seeks to deliver innovative solutions to a particular set of social problems and it began trading in order to support a specific social objective. There are additional drivers such as focus on inclusion and equal opportunities for all, with responsible human resource management and the creation of a friendly and supportive working environment.
4.11Whilst the company seeks to make a profit, in some respects its philosophy and approach is akin to that of a contemporary social enterprise. At its core, the company seeks to ensure that the quality of its services meets the needs of all its stakeholders in a profitable, cash-generating organisation
5. Conclusions
Financial ratios are based only on past performance; they cannot take into account future events. This report also acknowledges that the Active8 value system is, like any company's, a comple× one with a sub-set of values underpinning those identified above. The analysis also needs to be informed by an analysis of the competitive environment, Active8's operational options and their financial outcomes.
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