What to look for in a set of company accounts, by Jonathan Seitler QC 

Property litigators are often asked to look at accounts - of an intending assignee, say - for a view on whether they show a healthy company. It is all too easy (especially for those of us who were better at school at writing essays than doing sums) just to see a block of meaningless figure-work. The key, of course, is to know what you are looking for. So here are extracts from the Reports and Accounts of John Berry Limited, who propose to take a lease with an annual rental of £200,000 per annum. There are five things to look for in these accounts in assessing whether there are danger signs (there are). Please look at the accounts and without peeking below, make a note of the five such signs which would justify a landlord refusing consent to assign to this company.  

JOHN BERRY LIMITED 

Profit & Loss Account 

Y/e 31 Mar 2008 


Note
Y/e 31 Mar 2008 
Y/e 31 Mar 2007



£
£

Turnover 
2
1,414,126 
1,584,980

Cost of Sales 

1,012,012
1,012,913

Gross Profit 

402,114
572,067 






Administrative expenses 

124,137
106,967






Operating Profit 
3
277,977
465,100

Interest payable and similar charges 
6
65,100
40,312











Profit on ordinary activities before taxation 

212,877
424,788






Tax on profit on ordinary activities 

7,403
220,673






Profit for the financial period. 

205,474
204,115











JOHN BERRY LIMITED 

Balance Sheet 31 Mar 2007 

Note
31 March 2008  
31 Mar 2007



£
£

Fixed assets 




Tangible assets 
7
83,326
-

Investments 
8
101
102



83,225







Current assets 




Stocks 

338,693
280,726

Debtors 
9
818,226
607,401

Cash in hand 
10
12,450
10,730



1,169,369
898,407






Creditors - Amounts falling due within one year 
11
781,244
777,214






Net Current Assets 

388,125
121,193






Total Assets less current liabilities 

471,350
121,295






Capital and reserves 
15



Called up equity share capital 
16
501
501

Share premium account 
17
243,222
43,222

Profit and loss account 
18
227,627
77,572

Shareholders Funds 

471,350
121,295

Profits for the financial period are up slightly and total assets exceed current liabilities by more than twice the amount of the rent. The ‘bottom line’ is good. 

But look closely at these five aspects and you will see that all is not well. There are dangerous currents under the surface.  

On the Profit & Loss Account:  

1. Check sales. Turnover is down by over 10%. That is quite a lot. Certainly one would want to ask about the period to y/e 31 Mar 2006 and y/e 31 Mar 2005 to see whether this is a blip or a trend. 

2. Check profitability not profits. Operating profits are up slightly but profitability is well down. Profitability is checked using the operating profit margin (profit before interest and tax divided by turnover). The healthy profit margin from last year (29.3%) has been cut to 19.6%, a drop of about a third. In itself this should set alarm bells ringing. Look in the notes to the accounts or require an explanation of the figures behind those which have brought this about. 

3. Check interest cover - profit before interest and tax divided by the charges for interest (the figure on the line below it). In 2007 the cover was more than 11 times - very healthy. In 2008 it is just over 4.  That is a major fall, again, about a third. Interest cover that comes to such a low figure should always ring bells (below 2 very loud bells). It suggests an increasing struggle to cover financing costs.

On the balance sheet 

4. The ratio of turnover to debtors should remain roughly similar - variances by more than 20% or so indicate that customers are delaying payment and therefore that earnings and cash flow are going to be hit. The ratio of turnover to debtors moves from 2.6 in 2007 to 1.7 in 2008. That is a major danger signal. It is another key indicator dropping by about a third. 

5. On a similar basis, it is important to check that stocks are not rising faster than costs of sale. Where, as here, it stocks are rising 20% faster than sales, it indicates that stock is being kept which cannot be sold.

In addition, 

On the notes 

6. Always look at the note of fixed assets. Regular write-offs often repeat and become worse. 

7. The same goes for the contingent liabilities note at the back of the accounts which might well relate to an unresolved piece of litigation which requires further investigation.    
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