
Externally assessed 5 credits

Analysis and interpretation

Measures of profitability

Mark-up percentage
Gross Profit

Cost of Goods Sold
×  100

This figure shows how much (as a percentage) the business increases the cost price of its inventory to 
determine the final selling price. This figure should remain constant and only increase or decrease if there is 
a conscious management decision to alter it. If this figure decreases unexpectedly, reasons for change could 
include inventory loss, inventory damage, inventory theft or other pressures on the cost of goods sold, such as 
a change in the sales mix of price obtained from suppliers. Ideal percentage depends on type of goods sold.

Gross profit percentage
Gross Profit
(Net) Sales

×  100

This figure shows the percentage of sales dollars that convert directly to gross profit. This figure will 
deteriorate when cost of goods sold increases, sales decrease (with a less than proportional drop in cost 
of goods sold and gross profit) and as a result of the reasons stated above for mark-up percentage. An 
acceptable level for this measure is often thought to be 40% or greater, depending on the nature of the 
enterprise. To improve: increase mark-up %.

Expenses percentage
Expense Type

(Net) Sales
×  100

This figure shows the percentage of sales dollars that have been used by a particular expense being 
calculated. These figures should be kept at an absolute minimum, and will only deteriorate when expenses 
increase with a less than proportional increase in net sales (or if expenses have decreased). Common 
examples of expense percentages include the following.

1. Distribution costs percentage
 100

1
×

Distribution Costs
Sales

  This analysis measure shows the percentage of sales spent on distribution costs. For example, a 
distribution cost percentage of 7% means that out of every dollar of sales made, the business spends 
seven cents on distribution costs. An increase in the percentage should lead to an increase in sales, 
since distribution costs include expenditure on items such as advertising, sales salaries, etc., which 
generate sales for the business. To improve: decrease spending on a specific distribution expense and 
explain how.
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2. Administration expense percentage
 100

1
×

Administration Expenses
Sales

  This analysis measure shows the percentage of every dollar of sales spent on the day-to-day operating 
expenses of the business, e.g. rent, rates, electricity, etc. This percentage should be compared with 
the equivalent percentages in previous years and with those of similar businesses. A business should 
find ways to decrease this percentage without sales decreasing. An example of how to decrease this 
percentage would be to negotiate a cheaper rate with a supplier or to change a supplier (for example, 
electricity supplier or telephone and internet provider).

3. Finance costs percentage
 Finance Costs 100

1Sales
×

  Finance costs are the interest paid on loans, overdrafts and mortgages. This analysis measure shows 
how much of each dollar of sales is spent on interest. A business with a lot of debt will have high 
finance costs. However, the finance cost percentage might not increase if the business has borrowed 
money – for example, to buy more assets for the business which in turn are used to generate more 
sales. Ways to reduce finance costs include repaying debt, or switching from one lender to another that 
charges lower interest rates.

Net profit percentage (or Profit for the Year percentage)

Net Profit

(Net) Sales
× 100

This figure represents the proportion of net sales that converts directly into net profit. The net profit 
percentage is heavily influenced by gross profit changes, such that should the gross profit percentage fall, 
then the net profit percentage will usually fall as well. Also the level of expenses directly affects this profit 
percentage.

To identify if this percentage is at an acceptable level, decision makers should compare this figure with 
similar investment types and previous years’ percentages. If net profit percentage is higher, then it is 
acceptable.

Return on average equity percentage

Net Profit
Average Equity

×  100

This figure illustrates the return the business is generating on the investment that the owner has made in 
the business. It is a figure that should be compared with prevailing bank interest rates (and other relatively 
low-risk investments) and with the returns offered by alternative investment proposals and portfolios, to 
determine if the risk/return relationship is satisfactory and if the funds invested by the owner are producing 
a satisfactory return. To improve: increase profit by increasing mark-up % or decreasing expenses. Do not 
advise decreased equity.

Return on total assets percentage

100×
Net Profit + Interest Expenses

Average Total Assets

This figure measures how well the assets of the business are being utilised to generate a return for the 
business. It should also be compared with figures from previous years to show a trend. This percentage is 
affected when the business purchases new property, plant and equipment, usually decreasing the return in 
the first year, but in the long term the purchase should benefit the business. To improve: increase profit as 
described earlier, or sell off inefficient/unused PPE assets.
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Measures of liquidity
The following ratios are measures of the business’s current financial position, in particular the meeting of 
current and immediate debt obligations.

Current ratio
Current Assets

Current Liabilities
:1

This ratio is a measure of the business’s ability to meet its current short-term debt obligations as they fall 
due. This ratio should remain greater than 1:1 to ensure that debts can be met as they become due. This 
ratio shows the ability that the business has to ‘cover’ its current liabilities with its current assets. (Current = 
within the next accounting period.) To improve: owner should invest more money; get a bank loan.

Liquid ratio

Current Assets – (Inventory + Prepayments)
Current Liabilities – Secured bank overdraft

:1

This ratio is a measure of the business’s ability to meet its immediate debt obligations. This ratio should 
remain greater than 1:1 to ensure that immediate debts can be met. This ratio shows the ability the 
business has to ‘cover’ its liquid liabilities with its liquid assets. To improve: same as current ratio.

Measures of financial stability
Equity ratio

Equity
Total Assets :1

This ratio shows the proportion of the total assets of the business that have been funded by the owner. As a 
general rule, the owner should ensure that this measure remains in excess of 0.50:1. If this ratio is close to 
1:1, then the possibility exists that opportunities to expand (via the use of debt) are available. A ratio of less 
than 0.50:1 indicates the business has high levels of debt, and possible future instability. To improve: owner 
should invest more cash/assets; ensure next year’s drawings are less than profit for year. 

Measures of managerial effectiveness 
Management effectiveness 
The following ratios are measures of how well business policy (e.g. stock levels, debt collection) is being 
adhered to.

Inventory turnover

Cost of Goods Sold
Average Inventory

This figure shows the number of times, per annum, that the average inventory on hand in the business is sold.

What an appropriate inventory turnover figure is depends on the nature of the inventory being sold. For 
example, a bakery could not hold inventory for longer than a day, while a car sales yard might well retain 
inventory for in excess of 6 months. The figure returned by this calculation will identify the times per year 
that inventory is entirely replaced (that is, on paper – not necessarily each actual physical item).

Inventory turnover is important: if it is too high, then the business is turning over its inventory fast which 
could mean it is often selling out of inventory items. If it is too low, then the business could have inventory 
sitting on the shelves for a long time and this could lead to its becoming soiled and damaged; or if it is 
perishable (e.g. food), it could pass its ‘use-by date’. Too much inventory also represents cash tied up which 
could be used in more productive ways for the business. Inventory turnover is closely linked to the mark-up 
percentage (for example, a high mark-up percentage usually results in a low turnover), and the amount of 
inventory on hand.
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Age of accounts receivable

Net Credit Sales = Credit Sales × 1.15

Average Accounts Receivable
Net Credit Sales (incl. GST) ×  365

This formula will produce a figure that represents the length of time, in days – on average – which it 
takes for accounts receivable to repay the debts they owe to the business. An acceptable level is generally 
considered to be 30–45 days.

An ‘age of accounts receivable’ figure that is too high is an issue for a business. The reason is that money 
owed by customers is usually required by a business to pay suppliers and other expenses. If the ‘age of 
accounts receivable’ is too high, the business may find it is short of cash (that is, it will have a liquidity 
problem). On the other hand, this figure can never be too low, since the faster debtors pay what they owe 
the business, the better. To improve: tighten credit policy; offer discounts for prompt payment.

Dealing with the theory of analysis and interpretation

Calculations
Formulae will be provided for analysis measures. Understanding the meaning of the numbers you 
calculate and/or are provided with is paramount – you must interpret the data.

Interpretation and evaluation
Interpretation means explaining the meaning of analysis undertaken and also identifying trends in the data, 
and making recommendations. 

This includes the following.

• Describing / explaining / justifying analysis measures.

• Describing / explaining / justifying possible reasons for trends.

• Justifying consequences of a continued trend.

• Linking (calculated) analysis measures to other financial information.

• Making links between related (calculated) analysis measures.

• Using comparative figures and the results of their analysis to comment on an entity’s financial 
performance and financial position.

• Making a recommendation to an entity and explaining / justifying the recommendation by explaining 
how it will improve:

 – profitability

 – financial stability

 – liquidity

 – management effectiveness.

A good activity to complete is to ‘mind-map’ each analysis measure, highlighting what it means and what 
influences it. This will enable you to see clear similarities/linkages between measures.

Note: Achieved = describing

  Merit  = explaining

  Excellence = justifying
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Questions: Analysis and interpretation
You will be supplied with a formula resource containing the formulae to calculate the analysis measures. 
In the following questions, please use the formulae on pages 79–82. 

Question One 
RESOURCE A

Ana is the owner of Reka, a real-fruit ice-cream shop located in sunny Nelson.

The real-fruit ice cream, including dairy-free options, is made at the shop, using locally 
grown fruit from the Nelson region.

Over the last two years Reka’s popularity has grown, helped by positive social media reviews 
praising its use of locally grown fruit and the dairy-free ice-cream options it offers. The ice 
cream is also being sold in local cafés and restaurants.

At the end of 2019, Ana invested $20 000 into the business for the purchase of 20 solar panels. These solar 
panels have allowed Reka to switch to renewable energy. The solar panels provide enough electricity to 
supply all of Reka’s shop electricity needs.

RESOURCE B 

Tom owns an organic fruit farm, First Fruit, near Nelson. Most of the fruit 
grown on First Fruit’s orchard is sold to local restaurants on credit.

The following information relates to First Fruit:

Analysis measures 2019 2020

Age of accounts receivable 14 days 19 days

Bank (secured overdraft) 1 500 (2 400)

First Fruit has had to pay increased staff wages to its workers, such as fruit pickers, because the minimum 
wage has increased substantially over the last two years.

Tom does not want to lose his restaurant clients by asking them to pay their accounts faster.

Both the increasing age of accounts receivable and the increase in minimum wage have put pressure on 
First Fruit’s cash position.

Tom’s wife, Kim, has suggested they open their own organic fruit outlet shop to sell direct to the increasing 
numbers of holidaymakers who pass the farm on their way to Golden Bay.

 Year 2020  
Ans. p. 118
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RESOURCE C

Tai owns Sunflix, a boutique movie theatre located in Nelson.

Sunflix’s current food offering for moviegoers is limited to drinks and popcorn. Tai wants to increase ticket 
sales on weeknights, when only small numbers of moviegoers attend the movies.

Tai has approached Ana at Reka to set up a food stall in the foyer of the cinema to sell real-fruit ice cream. 
Sunflix would receive a commission of 35% of the sales from the food stall.

Sunflix has the following cost and selling price data related to its movie tickets, drinks and popcorn.

Sunflix financial information
Item Cost Sale price
Drink $1.00 $3.00
Popcorn $1.20 $6.00
Movie ticket $10.00 $15.00

Sunflix also offers a combo drink and popcorn deal for $7.50.

 ISBN 978-1-990038-12-9 © Copying or scanning from ESA books is subject to the provisions of the Copyright Act 1994.

2.4

84	 Achievement	Standard	91177	(Accounting	2.4)

L2 Acc AME 2021.indd   84L2 Acc AME 2021.indd   84 11/05/21   9:22 AM11/05/21   9:22 AM



Part A

Refer to Resource A and the formulae on pages 79–82 to answer this question.

The following analysis measures were extracted from Reka’s financial statements relating to 
the year ended 31 March 2020.

Analysis measures 2019 2020
Equity ratio 0.6:1 0.7:1
Percentage increase in sales 5% 15%
Distribution cost percentage 11% 9%
Return on total assets 8% 10%

a. Explain how the trend in the equity ratio shows that Ana has invested more money in Reka.

b. Justify how Reka’s growing popularity and Ana’s decision to invest $20 000 in Reka to make the switch 
to solar energy for the ice-cream shop have increased Reka’s profitability.

 In your answer, explain:

• a reason for the increase in sales growth (percentage increase in sales)

• a reason for the decrease in the distribution cost percentage

• a reason for the increase in the return on assets percentage

• how the trend in sales and the investment in solar energy have improved the profitability of Reka in 
2020.
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Part B

Refer to Resource B and the formulae on pages 79–82 to answer this question.

Justify how Kim’s idea could help First Fruit to improve its cash position (bank balance) 
without the need for its restaurant clients to pay their accounts faster.

In your answer, explain in detail:

• the impact of the increasing minimum wage on First Fruit’s bank balance

• how the trend in the age of accounts receivable provides evidence that the 
restaurants are taking longer to pay their accounts

• the impact of the trend in the age of accounts receivable on First Fruit’s bank balance

• how Kim’s idea could help First Fruit improve its cash position and return its bank balance to be in 
funds.
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Part C

Refer to Resource C and the formulae on pages 79–82 to 
answer this question.

The following mark-up percentages can be determined from 
the cost and selling price information provided for drink, 
popcorn and movie tickets.

Drink Popcorn Movie ticket
Mark-up percentage 200% 400% 50%

a. Justify why the mark-up percentage is different for each item sold.

 In your answer, explain:

• the meaning of the mark-up percentage for movie tickets

• why the drink and popcorn have a higher mark-up percentage than the movie tickets

• the impact of offering the combo deal on the average mark-up percentage for drink and popcorn.
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Achievement Standard 91174 (Accounting 
2.1): Demonstrate understanding of 
accounting concepts for an entity that 
operates accounting subsystems

2.1 Conceptual basis of accounting

Question One 
Part A 

a. Distribution and printing costs for Unisportz are those 
expenses involved in the selling, promotion, storage and 
delivery of the sports uniforms, including the printing on 
any of the clothing. For this reason, the printing expenses of 
$23 700 ($27 900 – $4 200) will be reported in the income 
statements as a Distribution and printing cost. In contrast to 
this, the interest on loan $3 600 is reported as a Finance cost 
because it is a cost of borrowing money. These classifications, 
along with administrative expenses, help users understand 
and use the Income Statement. Understandability requires 
information to be presented in a way that the user can easily 
understand and is useful for decision making. Knowing the 
totals and make-up of the expenses helps the user see which 
type of expenses are the most costly for the business, how 
much it costs to borrow and how much is spent on providing 
the product and service. 

 (A = explains the definition of understandability and defines the classification of printing 
costs or interest on loan for Unisportz, M = fully explains the definition of understandability, 
defines the classification of printing costs and interest on loan and how this can influence 
decisions for users of Unisportz’s income statement, E = justifies that the classifying of the 
expenses improves understandability for the users of the Unisportz Income Statement using 
the Distribution and Finance costs as examples)

b. Prepayments are reported as a current asset in the Statement 
of Financial Position because they represent the printing 
expenses that have been paid for but not yet used by 
Unisportz. This future economic benefit will be received by 
Unisportz in the next financial year when they are used, 
which is why they are classified as a current asset as opposed 
to a non-current asset which would be kept to generate 
benefit for beyond the next 12 months. The prepayments 
are created due to the accrual basis concept, which requires 
transactions to be recognised when they occur (when 
the printing expenses were paid for) and reported in the 
financial statements in the period to which they relate. As the 
printing expenses have not yet been used (e.g. printing ink), 
they cannot be reported as an expense this period, hence 
reducing the printing expense and creating the prepayment 
of $4 200 to be reported as a current asset in this year’s 
Income Statement. The prepayments amount is current as 
the expenses will be used in the next accounting period. 

 (A = definition of accrual basis and definition of current asset, M = explains why/how 
Unisportz meets the definition of accrual basis using the printing expenses as the example, 
and explains why the prepayments are a current asset for Unisportz, E = in addition to Merit, 
uses examples, $ values, and contrasts to non-current assets) 

p. 8

Answers and explanations

Part B 

a. i.  Depreciation is the systematic allocation of the 
depreciable amount of the Property, plant and 
equipment asset (except for land) over its useful life. 
In this case, Unisportz is depreciating the printing 
equipment over its useful life at 20% p.a. diminishing 
value to recognise the loss in future economic benefit as 
a result of using the printing equipment this year. 

 ii.  Depreciation on the printing equipment is an expense 
for Unisportz because it is a distribution cost in the 
Income Statement for the year ended 31 March 2020 
of $32 600, which reduces the profit for the year by this 
amount, and therefore reduces the equity of Unisportz. 
This amount of $32 600 is added to the existing 
accumulated depreciation on printing equipment to total 
$104 600, which causes a decrease in the total assets, 
as the carrying amount of the printing equipment has 
decreased from $163 000 to $130 400, indicating the 
loss in future economic benefit of the equipment. 

b. The diminishing value of depreciation is calculated by 
multiplying the depreciation rate of 20% by the carrying 
amount of the printing equipment ($235 000 – $72 000), 
which for this year is $32 600. The diminishing method 
of depreciation is appropriate for the printing equipment, 
as this method has the highest amount of depreciation in 
its first year and gradually the depreciation gets smaller 
every year after that. Due to the fact that the equipment 
is highly specialised and works most efficiently when it is 
newer and then loses its productivity, it is appropriate to use 
the diminishing method of depreciation as this will mirror 
the loss of future economic benefit over time. The straight-
line method would not be appropriate because the loss in 
economic benefit is not even – for example, the equipment 
needs increased maintenance over time – and the units-of-use 
method would be difficult to measure. 

 (A = defines depreciation and partially explains how depreciation on printing equipment 
is an expense for Unisportz, M = explains depreciation in the context of the printing 
equipment and explains both parts of how depreciation on printing equipment is an 
expense for Unisportz, also explains how the diminishing-value dollar amount is calculated 
and makes a partial justification, E = explains how the diminishing-value depreciation is 
calculated and justifies its use with reference to the loss of future economic benefit of the 
equipment for Unisportz and contrasts against one of the other methods, also explains fully 
why depreciation is an expense using the $32 600)

Part C 

a. The sales of the casual outdoor wear would meet the definition 
of income as the asset bank is increased by $27 000 when the 
clothing is paid for. In addition to this, the equity will increase 
because customers are paying for the clothing, which increases 
the revenue and profit by $27 000, and it isn’t the owner, 
Ben, investing cash into Unisportz. 

  The sales are not a liability either, so therefore the assets have 
increased and the liabilities haven’t, and equity has increased 
to ensure the accounting equation balances. This is achieved 
through the sales increasing profit, which increases equity. 
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