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1 Introduction 

There are five chapters in this thesis. Each chapter has its own purpose. All the 

chapters are linked together for the financial analysis of Tesco. 

The first chapter of this thesis is ―introduction‖, it shows you the structure and some 

basic information of each chapter. 

The second chapter of this thesis is ―description of methodology of financial 

analysis‖, it includes 3 big parts: common-size analysis, financial ratio analysis and 

the DuPont system. I wi ll show you some methodology of financial analysis in this 

chapter, and explain them to you. 

The third chapter of this thesis is ―Tesco company description‖. This part is all about 

Tesco, I will show you the history of Tesco, its main competitors, its market share, its 

company structure, and the story of Tesco bank. 

The forth chapter of this thesis is ―financial analysis of Tesco‖, in this part I will use 

the methodology of financial analysis, which I describe in the second chapter, to 

analyze the financial situation and the development of Tesco from 2007 to 2011, and 

also some comments about comparison between J Sainsbury plc and Tesco in 

different kind of ratios. 

The last chapter of this thesis is ―conclusion‖, this part I will make some conclusions 

of the findings of my research. 

When I begin to write this thesis, I have to prepare the financial statement of Tesco 

for the year 2007 to 2011. To ensure the reliability of the data I will use, I download 

five annual report of Tesco and then I put the financial statements of each year into 

the Excel. I also download other companies’ annual reports in order to make some 

comparison. Sometimes it is not easy to get the data or the information you need, 

you have to go though the report, or search the internet. And once you get the data, 

you need to analysis it, find out the way how it changes, and then find out the reason 

why it changes in such a trend. 
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2 Description of methodology of financial 

analysis 

This chapter provides a general overview of the methodology of financial analysis. I 

divided this chapter into three big parts, including common-size analysis, financial 

ratio analysis, and the DuPont system.  

Main sources (publications) for this chapter are from the book《 International 

Financial Statement Analysis》, which was written by Thomas R. Robinson CFA, 

Hennie van Greuning CFA, Elaine Henry CFA and Michael A. Broihahn CFA (Nov 10, 

2008) and an online reading 《Financial ratio analysis》1 prepared by Pamela 

Peterson Drake PhD., CFA in James Madison University. 

2.1 Common-size analysis 

The common-size analysis is a way of analyzing financial statement in which the 

items in the statement are expressed as percentages of some figure instead of as 

currency amounts. For example, a common-size statement may express all cash 

inflows as a percentage of total revenue. A common-size statement is most useful 

when you want to compare a company to similar companies of different size. It is 

also called a one hundred percent statement. 

There are two types of it: vertical common-size analysis, horizontal common-size 

analysis. 

2.1.1 Vertical common-size analysis 

In the vertical common-size analysis we compare the accounts in a given period to a 

benchmark item in the same year. For the income statement, the benchmark is 

revenues. For a given period, each item in the income statement is restated as a 

                                                 
1
 This reading is prepared by Pamela Peterson Drake for her courses, you can download this PDF document 

from <http://educ.jmu.edu/~drakepp/FIN362/>, selecting the reading and links. 

http://educ.jmu.edu/~drakepp/FIN362/
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percentage of revenue. For the balance sheet, the benchmark is total assets. For a 

given point in time, each item in the balance sheet is restated as a percentage of 

total assets. The analyst can then compare these percentages across time and 

across company’s industry.  

Comparing the same company in different years allows us to focus on changes in 

the composition of account or expenses over time. Comparison with competitors’ 

vertical common-size statement for the same year can help us to examine 

differences in the makeup of account for similar companies. Comparison of the 

company’s vertical common-size statements with competitors’ common-size 

statements over time allows the analyst to compare shift in accounts over time. 

We use vertical common-size analysis to analyze patterns in profitability (using 

common-size income statement) and patterns in investments and financing (using 

common-size balance sheets). Because we scale each account by the reference 

account, we can also use the resulting percentages to make comparisons across 

companies. For example, we can make a sense of how profit margins have changed 

over time by examining gross profit as a percentage of revenues over some periods. 

Additionally, we can examine this percentage relative to the company’s competitors. 

We can also see how a company’s credit on debt financing has changed over time 

by focusing on liabilities as a percentage of assets. Moreover, we can present this 

information in some figures, which allows us to see more clearly the trends in these 

components over time.  

2.1.2 Horizontal common-size analysis 

In the horizontal common-size analysis we use the accounts in a given period as the 

benchmark or base period and restate every account in a percentage of the base 

period’s same account. Horizontal common-size analysis is a time-series analysis 

and is useful for identifying trend and growth in account over time. Each account in a 

horizontal common-size analysis is compared with the value of that same account in 

a benchmark year. 
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2.2 Financial ratio analysis 

Financial ratio analysis is to assess a company’s financial performance and financial 

condition by using financial accounting and other information. It usually performs by 

using comparisons of financial data in the form of ratios to examine a company’s 

financial health and profitability. 

When we assess a company’s operating performance, we want to know if it is 

applying its assets in an efficient and profitable way. When we assess a company’s 

financial condition, we want to know if it is able to meet its financial obligations.  

There are six aspects of operating performance and financial condition we can 

evaluate from financial ratio: 

1) An activity ratio relates information on a company’s ability to manage its 

assets efficiently; 

2) A liquidity ratio provides information on a company’s ability to meet its 

short-term obligations; 

3) A financial leverage ratio provides information on the degree of a company’s 

fixed financing obligations and its ability to satisfy these financing obligations; 

4) A profitability ratio provides information on the amount of income from each 

dollar of sales; 

5) A shareholder ratio describes the company’s financial condition in terms of 

amounts per share of stock; and 

6) A return on investment ratio provides information on the amount of profit, the 

ability to assign its assets. 

2.2.1 Activity ratios 

Activity ratios can reflect how well assets are used. The most part of activity ratios 

are turnover ratios, which can be used to evaluate the benefits produced by specific 

assets, such as inventory or account receivable. They can also be used to evaluate 

the benefits produced by a company’s total assets. 
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These measures help us figure out the efficiency of the company’s investment to 

work. A company will invest in assets – e.g., inventory or plant and equipment – and 

then use these assets to generate revenues. The greater the turnover ratio, the 

more effectively the company is at producing benefits from its investment in assets. 

The most common turnover ratios are the following: 

1) Inventory turnover is the ratio of cost of goods sold to inventory. This ratio 

indicates how many times inventory is created and sold during the period: 

𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
Cost  of  goods  sold

 Inventory
            (2.1) 

2) Receivable turnover is the ratio of total revenue to accounts receivable. This 

ratio indicates how many times in the period credit sales have been created 

and collected on: 

𝑅𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒𝑠 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
Total  revenue

Receivables
           (2.2) 

                   

3) Total asset turnover is the ratio of total revenue to total assets. This ratio 

indicates the extent to which the investment in total assets results in revenues: 

   𝑇𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
Total  revernue

Total  assets
           (2.3) 

                      

2.2.1.1 The role of the operating cycle 

How much liquidity a company needs depends on its operating cycle. The operating 

cycle is the number of days from cash to inventory to accounts receivable to cash. 

For example, a company that produces and sells goods has an operating cycle 

including 4 events: investing in inventory, generating revenues (which may or may 

not be cash), creating accounts receivable, generating cash. 

The operating cycle is therefore the length of time it takes to convert an investment 

of cash in inventory back into cash (through collections of sales). The net operating 

cycle is the length of time it takes to convert an investment of cash in inventory back 

into cash considering that some purchases are made on credit.  
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We get the number of days of inventory by calculating the ratio the amount inventory 

on hand to the average day’s cost of goods sold: 

𝑁𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑑𝑎𝑦𝑠 𝑖𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 =
Inventory

Average  day ′ s  cost  of  goods  sold
=

Inventory

(Cost  of  goods  sold /365 )
  (2.4) 

We can use the same logic for calculating the number of days receivable. 

𝑁𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑑𝑎𝑦𝑠 𝑟𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒 =
Accounts  receivable

Average  day ′ s  sales  on  credit
=

Accounts  receivable

Sales  on  credit /365
   (2.5) 

We also need to look at the liabilities on the balance sheet to see how long it takes a 

company to pay its short-term obligations. We can apply the same logic to accounts 

payable as we did to accounts receivable and inventories. How long does it take a 

company to go from creating a payable (buying on credit) to paying for it in cash?  

𝑃𝑢𝑟𝑐𝑎𝑠𝑒𝑠 = COGS + Ending inventory− Beginning inventor       (2.6) 

𝑁𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑑𝑎𝑦𝑠 𝑜𝑓 𝑝𝑎𝑦𝑎𝑏𝑙𝑒𝑠 =
Accounts  payables

Average  day ′ s  purchases
 =

Accounts  payables

(Purchases /365)
    (2.7) 

COGS - cost of goods sold 

The operating cycle tell us how long it takes to transform an investment in cash back 

into cash by the way of inventory and accounts receivables: 

𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐶𝑦𝑐𝑙𝑒 = Number of days of inventory+ Number of days of receivables (2.8) 

The difference between the operating cycle and the number of days of payables is 

the net operating cycle: 

𝑁𝑒𝑡 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑐𝑦𝑐𝑙𝑒 = Operating cycle − Number of days of payables        (2.9) 

Or, 

𝑁𝑒𝑡 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑐𝑦𝑐𝑙𝑒 =

number of days of inventory + number of days of receivables−

number of days of purchases                 (2.10) 

The net operating cycle tells us how long it takes for the company to get cash back 

from its investment in inventory and accounts receivable, considering that 

purchases may be made on credit. By not paying for purchases immediately, the 

company reduces its liquidity needs. Therefore, the longer the net operating cycle is, 

the greater the company’s need for liquidity. 
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2.2.2 Liquidity ratios 

Liquidity reflects the ability of a company to meet its short-term obligation using 

assets that are most readily converted into cash. Assets that may be converted into 

cash in a short period of time are referred to as liquid assets; they are listed in 

financial statements as current assets. Current assets are often referred to as 

working capital because these assets represent the resources needed for the 

day-to-day operations of the company’s long-term, capital investments. Current 

assets are used to satisfy short-term obligations, or current liabilities. The amount by 

which current assets exceed current liabilities is referred to as the net working 

capital. 

2.2.2.1 Measures of liquidity 

Liquidity ratios provide a measure of company’s ability to generate cash to meet its 

immediate needs. There are three commonly used liquidity ratios: 

1) The current ratio is the ratio of current assets to current liabilities, which 

indicates a company’s ability to satisfy its current liabilities with its current 

assets: 

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑟𝑎𝑡𝑖𝑜 =
Current  assets

Current  liabilities
                 (2.11) 

2) The quick ratio is the ratio of quick assets (generally current assets less 

inventory) to current liabilities, which indicates a company’s ability to satisfy 

current liabilities with its most liquid assets: 

𝑄𝑢𝑖𝑐𝑘  𝑟𝑎𝑡𝑖𝑜 =
Cash +Short  term  marketable  investmen ts +Receivables  

Current  liabilities
            (2.12) 

      It is also referred to as acid test ratio: 

      𝑄𝑢𝑖𝑐𝑘  𝑟𝑎𝑡𝑖𝑜 =
Current  assets −Inventory

Current  liabilities
                               (2.13) 

3) The net working capital to sales ratio is the ratio of net working capital to sales. 

Indicates a company’s liquid assets (after meeting short-term obligations) 

relative to its need for liquidity (represented by sales) 
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𝑁𝑒𝑡 𝑤𝑜𝑟𝑘𝑖𝑛𝑔 𝑐𝑎𝑝𝑖𝑡𝑎𝑙 𝑡𝑜 𝑠𝑎𝑙𝑒𝑠 𝑟𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡  𝑎𝑠𝑠𝑒𝑡𝑠 −𝐶𝑢𝑟𝑟𝑒𝑛𝑡  𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

Sales
         (2.14) 

Generally, the larger these liquidity ratios are, the better the ability of the company to 

satisfy its immediate obligations. But there is no standard to define good or bad. 

Consider the current ratio. A large amount of current assets relative to current 

liabilities provides assurance that the company will be able to satisfy it immediate 

obligations. However, if there are more currency assets than the company needs to 

provide this assurance, the company may be investing too heavily in these non- or 

low-earning assets and therefore not putting the assets to the most productive use.  

Another consideration is the operating cycle. A company with a long operating cycle 

may have more need to liquid assets than a company with a short operating cycle. 

That’s because a long operating cycle indicate that money is tied up in inventory 

(and then receivables) for a longer length of time. (Source: from the book 

<International Financial Statement Analysis>, page 328, chapter 7) 

2.2.3 Financial leverage ratios 

A company can finance its assets with equity or debt. Financing through debt 

involves risk because debt legally obligates the company to pay interest and to 

repay the principal as promised. Equity financing does not obligate the company to 

pay anything – dividends are paid based on the decision of the board. There is 

always some business risk in any operating. But how a company chooses to finance 

its operations – the particular mix of debt and equity – may add financial risk on top 

of business risk. Financial risk is the degree that debt financing is used relative to 

equity. 

Financial leverage ratios are used to assess how much financial risk the company 

has taken on. There are two types of financial leverage ratios: component 

percentages and coverage ratio. Component percentages compare a company’s 

debt with either its total assets or its equity capital. Coverage ratios reflect a 

company’s ability to satisfy fixed obligations, such as interest, principal repayment, 

or lease payment. 
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2.2.3.1 Component-percentage financial leverage ratios 

The component-percentage financial leverage ratios convey how reliant a company 

is on debt financing. These ratios compare the amount of debt to either the total 

capital of the company or to the equity capital. 

1) The total debt to assets ratio indicate the proportion of assets that are 

financed with debt (both short-term and long-term debt): 

𝐷𝑒𝑏𝑡 𝑡𝑜 𝑎𝑠𝑠𝑒𝑡𝑠 𝑟𝑎𝑡𝑖𝑜 =
Total  debt

Total  assets
                                   (2.15) 

2) The long-term debt to assets ratio indicates the proportion of the company’s 

assets that are financed with long-term debt: 

𝐿𝑜𝑛𝑔 𝑡𝑒𝑟𝑚 𝑑𝑒𝑏𝑡 𝑡𝑜 𝑎𝑠𝑠𝑒𝑡𝑠 =
Long  term  debt

Total  assets
                            (2.16) 

3) The debt to equity ratio indicate the relative uses of debt and equity as 

sources of capital to finance the company’s assets, evaluated using book 

values of the capital sources: 

𝐷𝑒𝑏𝑡 𝑡𝑜 𝑒𝑞𝑢𝑖𝑡𝑦 𝑟𝑎𝑡𝑖𝑜 =
Total  debt

Total  shareholders ′ equity
                         (2.17) 

4) The financial leverage ratio is the ratio of total assets to total shareholders’ 

equity. This ratio will be used in the DuPont analysis: 

𝐹𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙 𝑙𝑒𝑣𝑒𝑟𝑎𝑔𝑒 =
Total  assets

Total  shareholders ′ equity
            (2.18) 

One problem with looking at risk (through a financial ratio that uses the book value 

of equity) is that there is little relation between the book value and its market value. 

The book value of equity consists of: (Source: from the book <International Financial 

Statement Analysis>, page 330, chapter 7) 

 The proceeds to the company of all the stock issued since it was first 

incorporated, less any treasury stock (stock repurchased by the 

company);and 

 The accumulation of all the earnings the company, less any dividends, since it 

was first incorporated. 

The market value, on the other hand, is the value of equity as perceived by investors. 

It is the amount investors are willing to pay. So why bother with the book value of 
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equity? For two reasons: first, it is easier to obtain the book value than the market 

value of equity of a company’s securities, and second, many financial services 

report ratios using the book value, rather than the market value. 

2.2.3.2 Coverage financial leverage ratios 

In addition to the leverage ratios that use information about how debt is related to 

either assets or equity, there are number of financial leverage ratio that capture the 

ability of company to satisfy its debt obligations. There are many ratios that 

accomplish this, but the two most common ratios are the times interest coverage 

ratio and the fixed charge coverage ratio. 

The times-interest-coverage ratio, also referred to as the interest coverage ratio, 

compares the earnings available to meet the interest obligation with the interest 

obligation: 

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑐𝑜𝑣𝑒𝑟𝑎𝑔𝑒 𝑟𝑎𝑡𝑖𝑜 =
Earning  before  interest  and  taxes

Interest  payments
                        (2.19) 

The fixed charge coverage ratio expands on the obligations covered and can be 

specified to include any fixed charges, such as lease payments and preferred 

dividends. For example, to gauge a company’s ability to cover its interest and lease 

payments, you could use the following ratio: 

𝐹𝑖𝑥𝑒𝑑 𝑐𝑎𝑟𝑔𝑒 𝑐𝑜𝑣𝑒𝑟𝑎𝑔𝑒 𝑟𝑎𝑡𝑖𝑜 =
Earning  before  interest  and  tax +Lease  payments

Interest  payments +Lease  payments
        (2.20) 

Coverage ratios are often used in debt covenants to help protect the creditors.  

2.2.4 Profitability ratios 

Profitability ratios (also referred to as profit margin ratios) compare components of 

income with sales. They give us an idea of what makes up a company’s income and 

are usually expressed as a portion of each dollar of sales. The profit margin ratios 

we discuss here differ only by the numerator. It’s in the numerator that we reflect and 

thus evaluate performance for different aspects of business: 

The gross profit margin is the ratio of gross income or profit to sales. This ratio 
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indicates how much of every dollar of sales is left after of goods sold:  

𝐺𝑟𝑜𝑠𝑠 𝑝𝑟𝑜𝑓𝑖𝑡 𝑚𝑎𝑟𝑔𝑖𝑛 =
Gross  profit

Total  revenue
                                        (2.21) 

The operating profit margin is the ratio of operating profit to sales. This is a ratio that 

indicates how much of each dollar of sales is left over after operating expenses:  

𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑝𝑟𝑜𝑓𝑖𝑡 𝑚𝑎𝑟𝑔𝑖𝑛 =
Operating  income

Total  revenue
                                 (2.22) 

The net profit margin is the ratio of net income to sales, and indicates how much of 

each dollar of sales is left over after all expenses: 

𝑁𝑒𝑡 𝑝𝑟𝑜𝑓𝑖𝑡 𝑚𝑎𝑟𝑔𝑖𝑛 =
Net  income

Total  rvenue
                                          (2.23) 

2.2.5 Shareholder ratios 

The shareholder ratios deal with the performance and financial condition of the 

company. These ratios provide information for managers (who are interested in 

evaluating the performance of the company) and for creditors (who are interested in 

the company’s ability to pay its obligations). We will now take a look at ratios that 

focus on the interests of owners – shareholder ratios. These ratios translate the 

overall results of operations so that they can be compared in terms of a share of 

stock: 

Earnings per share, EPS, is the amount of income earned during a period per share 

of common stock. 

𝐸𝑎𝑟𝑛𝑖𝑛𝑔 𝑝𝑒𝑟 𝑠𝑎𝑟𝑒 =
Net  income  available  to  commom  shareholdes

Number  of  common  shares  outstanding
                    (2.24) 

Book value equity per share is the amount of book value of common equity per 

share of common stock, calculated by dividing the book value of shareholders ’ 

equity by the number of share of stock outstanding. As we discussed earlier, the 

book value of equity may differ from the market value of equity. The market value 

per share, if available, is a much better indicator of the investment of shareholders in 

the company. 

The price-earnings ratio (P/E or PE ratio) is the ratio of the price per share of 

common stock to the earnings per share of common stock: 
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𝑃𝑟𝑖𝑐𝑒 𝑒𝑎𝑟𝑛𝑖𝑛𝑔𝑠 𝑟𝑎𝑡𝑖𝑜 =
Market  price  per  share

Earning  per  share
                                  (2.25) 

Though earning per share are reported in the income statement, the market price 

per share of stock is not reported in the financial statements and must be obtained 

from financial news sources. The P/E ratio is sometimes used as a proxy for 

investors’ assessment of the company’s ability to generate cash flows in the future. 

We are often interested in how much of a company’s earnings is paid to investors. 

There are two common ratio to indicate the amount: dividends per share and the 

dividend payout ratio. 

1) Dividends per share, DPS, is the amount of cash dividends paid during a period, 

per share of common stock: 

𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠 𝑝𝑒𝑟 𝑠𝑎𝑟𝑒 =
Divedends  paid  to  shareholders

Weighted  average  number  of  ordinary  shares  outstanding
      (2.26) 

2) The dividend payout ratio is the ratio of cash dividends paid to earnings for a 

period: 

𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑝𝑎𝑦𝑜𝑢𝑡 𝑟𝑎𝑡𝑖𝑜 =
Dividends  paid  to  common  shareholders

Net  income  attributable  to  common  shares
               (2.27) 

We often describe a company’s dividend policy in terms of its dividend per share, or 

its dividend payout ratio. Some companies’ dividends appear to follow a pattern of 

constant or constantly growing dividends per share. And some companies’ 

dividends appear to be a constant percentage of earnings. The amount of dividends 

paid depends on the decision made by the company’s board of directors. 

2.2.6 Return-on-investment ratios 

Return-on-investment ratios, more commonly called return-on-assets ratios, are 

used to compare benefits generated from investments. What we want to evaluate 

will determine the benefit that is represented in the numerator and the resources 

affecting that benefit, represented in the denominator. What distinguished 

return-on-investment ratios from the activity ratio is that the numerator is the net 

benefit, rather than the gross benefit from an activity. 

The operating return on assets ratio is the ratio of operating earnings to assets:  
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𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑟𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =
Operating  income

Total  assets
                   (2.30) 

It is a measure of the operating income resulting from the firm’s investment in total 

assets. 

The return on assets, ROA, is the ratio of net income to assets and indicates the 

firm’s net profit generated per dollar invested in total assets:  

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =
Net  income

Total  assets
                                            (2.31) 

The return on equity, ROE, is the ratio of net income to shareholders’ equity and 

represents the profit generated per dollar of shareholders’ investment (shareholders’ 

equity): 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑒𝑞𝑢𝑖𝑡𝑦 =
Net  income

Shareholders ′ equity
                                       (2.32) 

2.3 The DuPont analysis 

The DuPont analysis was developed by E.I. du Pont Nemours, the system of 

decomposing the return ratios into their profit margin and turnover components. 

Suppose the return on assets changes from 20% to 10%. We do not know whether 

this decreased return is due to a less efficient use of the firm’s assets – that is, due 

to lower activity or lower profit margins. A lower return on assets could be due to 

lower activity, lower margins, or both. Since we are interested in evaluating past 

operating performance to evaluate different aspects of the management of the firm 

or to predict future performance, knowing the source of these return is valuable 

information.  

2.3.1 DuPont breakdown of return ratios2 

The DuPont analysis allows us to breakdown the return ratios into components, 

identifying the sources of the changes in returns. 

For example, we can breakdown the operating return on assets and the return on 

                                                 
2
 This part is from the online reading <Financial ratio analysis>, prepared by Pamela Peterson Drake, on page 

18. 
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assets to two components, operating margin and total asset turnover:  

𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑟𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =
Operating  income

Total  assets
=

Operating  income

Sales
×

Sales

Total  assets
  

      𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =
Net  income

Total  assets
=

Net  income

Sales
×

Sales

Total  assets
 

Or 

      𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =  Net profit margin ×  Total assets turnover 

By looking at the components, turnover and profit margin, and their changes from 

year to year, we get a better idea of what is behind changes in returns from year to 

year. Similarly, the return on shareholders’ equity can be broken down into three 

components: 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑒𝑞𝑢𝑖𝑡𝑦 =
Net  income

Shareholders ′ equity
=

Net  income

Sales
×

Sales

Total  assets
×

Total  assets

Shar eholders ′ equity
  

The task of breaking down ratios into components can be performed on any return 

ratio and can reduce the ratios to their smallest components. For example, the 

return on equity can be broken down into five components: net profit margin, asset 

turnover, equity multiplier, equity’s share of income, and tax margin. A breakdown of 

the return on asset into four components (i.e., assets turnover, operating profit 

margin, interest burden, and tax burden) is diagrammed in figure 2.1. In a similar 

manner, the return on equity can be broken down into five components: asset 

turnover, operating profit margin, interest burden, tax burden, and the equity 

multiplier. 

Why is it useful to do such a breakdown? The system of looking at the components 

of the returns of a company help in: 

1. Comparing the performance and condition of a company against its competitors;  

2. Analyzing trends in returns of a company in the trends of components; and  

3. Forecasting the returns of a company based on forecasts of components.  

Regarding comparisons with competitors, consider that companies in the same line 

of business should have similar operating profit margins and asset turnovers. 

Focusing on these ratios may help explain shy companies in the same industry have 

different returns. Further, the interest burden is influenced by the company’s 
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financial decisions. By comparing these dimensions across companies in the same 

industry, we get a better sense of these decisions affect a company’s fortunes.  

Figure 2.1 DuPont breakdown of the returns 

 

Source: it is from the reading《Financial ratio analysis》 prepared by Pamela 

Peterson Drake, on page 19. 

2.3.2 Influence quantification 

The quantification is method wihch can indicate whose (the component ratios) 

change have caused change in the basic ratio. And moreover it can figure out which 

component ratios contributed to the change in basic ratio at most. The most 

common methods for quantification of influence are methods of gradual changes 

and logarithmic decomposition method. 
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The method of gradual changes can quantify the change in the basic ratio caused 

by change in the component ratios. In the case of breakdown with 

three-components ratio: 

∆xa1 = ∆a1 × a2,0 × a3,0  

∆xa2 = a1,1 × ∆a2 × a3,0  

∆xa3 = a1,1 × a2,1 × ∆a3                        (2.33) 

Symboles: 

x – basic ratio 

△x – absolute change in the basic ratio 

a – component ratio 

△a – absolute change in the component ratio 

The logarithmic decomposition method use just one formula for the impact 

quatification regardless of how many component ratios we have. The impact of the 

i-th component ratio on the change in the basic ratio is calculated as follows:  

∆xai =
ln Iai

ln Ix
× ∆x                     (2.34) 

Symbols:  

x – basic ratio 

△x – absolute change in the basic ratio 

Ix =
x1

x0
 - index of change in basic ratio 

Ia =
a1

a0
 - index of change in component ratio 

We can take ROE ratio as an exmple. If we know two years’ ROE ratios, ROE0 and 

ROE2 ( ROE0 =
EAT 0

Equity 0
, ROE1 =

EAT 1

Equity 1
), then we know the absolute change is 

∆ROE = ROE1 − ROE0, and the index of the change is IROE =
ROE 1

ROE 0
. 
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3 TESCO company description 

This part is about Tesco company description, with four sections in this chapter, 

including history of Tesco, Tesco’s main competitors, Tesco’s market share in UK, 

ant structure of Tesco. Most of the data in this chapter is available in the ―Annexes‖. 

3.1 History of Tesco 

In 2011, Tesco plc the world third largest retailer3 gets 5,386 stores with over 

500,000 employees and covers an area of 103.6 million square feet(1 sq foot = 

0.09290304 m2) in 14 countries, including UK, China, India, Malaysia, South Korea, 

Thailand, Czech Republic, Hungary, Ireland, Poland, Slovakia, Turkey, USA, and 

Japan. Its group sale is £67,573m (year ended 26 February 2011), increasing 8.1% 

when comparing to the year 2010. Tesco is listed on the London Stock Exchange 

under the symbol TSCO. Tesco’s market share in UK is 30.5%, down from 30.8% in 

20104. 

Tesco was first opened by Jack Cohen in 1919 in the East End of London. On that 

day the small stall was not named ―Tesco‖ it was when in 1924 Jack Cohen and his 

partner TE Stockwell sold their first own-brand product Tesco Tea. Then they named 

their company Tesco. The name comes from the initials of TE Stock and Jack 

Cohen’s surname. 

After many years of extending, in 1960 Tesco took over a chain of 212 stores in the 

North of England, then one year later Tesco enters the Guinness Book of Records 

as the largest store in Europe. It was in 1979 that Tesco’s annual sales reached £1 

billion, and 3 years later its annual sales exceed £2 billion. In 1997, Tesco opened its 

first extra store in Pitsea, Essex, the same year it entered the Republic of Ireland. 

From that year Tesco began its outward expansion to all over the world until now. 

Here is one sentence from the Tesco plc’s official website: ―Every day around the 

                                                 
3
 According to Deloitte Touche Tohmatsu Limited (DTTL)’s presenting, the Global Powers of Retailing 2012 the 

world top 3 retailers are Wal-Mart Stores, Inc., Carrefour S.A. and Tesco PLC. 
4
 All the data of Tesco above are from the annual report of Tesco 2011. 
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world our customers choose where they shop. It is because customers can switch 

so easily that we have to constantly work hard to earn their loyalty. Wherever we 

operate, Tesco competes on price, quality, range and innovation.‖5 

Their core goal is to create value for customers to earn their lifetime loyalty. 

Everything they do is rooted in two key values: no-one tries harder for customers; 

treat people how we like to be treated. 

This shows that Tesco treats staff employing, training very seriously, and those 

requirements for the employees are also a big challenge. However that’s also the 

reason why Tesco differs from other retailers, and also reflects the quality of large 

enterprises. 

3.2 Tesco’s main competitors 

Tesco is an international retailer, its competitors are from all over the world. The 

figure 3.1 is the top 10 global retailers in 2010, we can find that the largest retailer is 

Wal-Mart in US, its group sales in 2010 is 418,952 million dollars, which is almost 

forth bigger than the sales of Carrefour and Tesco. The table 3.16 shows us the top 

ten retailers in UK by turnover, we can find that the top 3 retailers in UK are Tesco, 

ASDA and Sainsbury’s. Tesco stands over ahead in all aspect of its two main 

competitors – ASDA and Sainsbury’s in UK. The gap of annual sales between ASDA 

and Sainsbury’s is not so big, these two retailers are very comparative. 

Figure 3.1 Top 10 global retailers by annual sales 

 
                                                 
5
 Source: It is a sentence from the official website of Tesco plc, which is available on 

<http://www.tescoplc.com/index.asp?pageid=9>. 
6
 The annual sales of ASDA in 2011 is £22,424m according to the Retail Economics. The data of ASDA in the 

table 3.1 is based on the year 2010. 
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Source: Deloitte report ―Global Powers of Retailing 2012‖, which is available on the 

website below, clicking ―DOWNLOAD‖. 

<http://www.deloitte.com/view/en_GX/global/f9f6b21f1d464310VgnVCM1000001a5

6f00aRCRD.htm> 

Table 3.1 top 10 retailers in UK by turnover in 2011 

Source: Retail Economics’ ―Top 10 UK Retailers‖ available on the website blow 

<http://www.retaileconomics.co.uk/top-10-retailers/>. 

3.2.1 Wal-Mart 

In 2011, Wal-Mart Stores, Inc. the world largest retailer gets over 8,970 stores with 

2.1 million employees and covers an area of 617 million square feet all over the 

world. Its net sale is $418.925m (year ended January 31, which changes in pound is 

£258.150m), increasing 3.4% when comparing to the year 2010. It is listed on the 

New York Stock Exchange under the symbol WMT. 

Wal-Mart was first opened by Sam Walton in Roger, Ark. In 1962, its first year’s 

sales was $30,000. 10 years later in 1972, Wal-Mart’s annual sales was $78.0 

million, that’s really a big difference to the beginning. In 1980, Wal-Mart reached $1 

billion in annual sales, Wal-Mart started its international expansion in the year 1991, 

then in 1999 Wal-Mart entered the United Kingdom with the acquisition of ASDA, till 

 
Retailer 

Sales, ex-VAT 

(£m) 

Employees 

(FTE) 
Stores  

Sales Area 000′

s sqft 

1 Tesco Plc 60,931 364,015 2,545 33,435 

2 Asda Group Ltd 20,612 108,007 385 17,737 

3 J Sainsbury Plc 21,102 97,300 872 17,750 

4 
Wm Morrison Supermarkets 

Plc 
16,479 94,724 425 11,900 

5 Co-operative Group Ltd 13,700 35,780 2,885 13,150 

6 Kingfisher Plc  10,450 34,830 330 26,662 

7 Marks & Spencer Plc  9,740 76,267 690 15,400 

8 DSG International Plc 8,532 38,874 551 5,317 

9 John Lewis Partnership Plc 8,206 68,300 29 3,926 

10 Home Retail Group Plc 5,852 53,150 1,094 18,801 
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now in 2012 Wal-Mart enters 26 countries7, its annual sales is $15.8 billion, its net 

sales is $443.9 million (year ended January 31) increased 5.9% comparing to the 

year 2011. 

Tesco is much older than Wal-Mart, but grows so slow when comparing to Wal-Mart. 

The table below shows us the annual sales of the two companies from 2007 to 2011, 

we can find that the revenue gap between each year is really big.  

Table 3.2 Revenue of Wal-Mart and Tesco from 2007 to 2011(in million pounds) 

Source: annual reports of Wal-mart 2011 and annual reports of Tesco from 2007 to 

2011 

We can find the difference more clearly though the growth rate of revenues, as the 

table below. Though Tesco’s revenue of each year is much less than Wal-Mart’s, the 

growth rate of each year of Tesco is higher than Wal-Mart’s. That may mean that 

Wal-Mart grows so strong now, it is hard for them to grow even stronger, but Tesco 

still gets a big chance to grow stronger. 

Table 3.3 the growth rate of revenue of Wal-Mart and Tesco from 2008 to 2011 

Years  2008 2009 2010 2011 

growth 

rate 

0.086   0.067  0.009  0.034  

0.109  0.149  0.048  0.071  

3.2.2 The retailer competition in UK 

The price competition between retailers is the competition in which competitors cut 

retail prices to gain business. That is very common among retailers, and what we 

see very frequently is the price war between them. The price war is a period of 

                                                 
7
 Including Argentina, Botswana, Brazil, Canada, Chile, China, Costa Rica, EI Salvador, Ghana, Guatemala, 

Honduras, India, Japan, Lesotho, Malawi, Mexico, Mozambique, Namibia, Nicaragua, Nigeria, South Africa, 
Swaziland, Tanzania, Uganda, United Kingdom, and Zambia. 

Year 2007 2008 2009 2010 2011 

Wal-mart revenue 214,831  233,409  249,094  251,454  259,935  

Tesco revenue 42,641 47,298 54,327 56,910 60,931 
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intense competition among businesses in which each competitor tries to cut retail 

price below those of others, especially among retail enterprises, in the same market, 

characterized by repeated price reductions rather than advertising, brand promotion, 

etc. 

Let’s see some news about price war with Tesco. Ocado set for price war with 

Tesco8: Ocado is to cut its prices on a range of products in a bid to steal a march on 

rivals such as Tesco in battle for online supermarket delivery customers. It will cut 

price of about 600 products with 10% lower than the price at Tesco. Do 600 

groceries mean something to Tesco? I don’t think so, 600 groceries is not much to 

Tesco, and Tesco always tries to cut down the price in many kinds of groceries every 

day. But it means a lot to Ocado, it can help to attract many cash-strapped shoppers 

to Ocado, that’s a way to gain some business from large competitors. 

Tesco, the retail giant, has lost its market share in recent months, suffering 

especially from Asda’s price promised to be 10 percent cheaper on a basket of 

groceries. According to the news Tesco is going to find a new policy of guaranteeing 

permanently low prices across all products, which may force Asda to break the price 

promise and cut prices even more.9 

Consumers always want to buy goods that are on promotion in order to cut spending. 

While consumers cut spending, the retailers may be forced to cut price. In the 

short-term consumers may take advantage of lower price, but it is not good for 

companies, lower price means lower profit, and may even threaten its survival. In 

long-term the small company can’t survive and should be closed, then there will only 

be several big companies, and in that situation the price will grow up, may be even 

higher than the original price. In that case, the consumers may lose more. 

                                                 
8
 Ocado is a British Internet retailer providing its own brand groceries from the Waitrose supermarket chain and 

a range of Carrefour’s products. The company was floated on the London Stock Exchange on 21 July 2010 and 
is currently a member of the FTSE 250 Index. 
This news was reported by Telegraph by James Quinn 8:00AM GMT 29 Jan 2012, which is available on  
<http://www.telegraph.co.uk/finance/newsbysector/retailandconsumer/9046628/Ocado-set-for-price-war-with-Te
sco.html>. 
9
 These news are based on the report of Kantar Worldpanel. To get further information you can visit 

<http://www.kantarworldpanel.com> and select ―insight‖. 
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3.3 Tesco’s market share in UK 

The top 5 retailers in the UK are Tesco Plc, Asda, Sainsbury’s, Morrisons and 

Co-operative. These 5 retai lers account for the market share of over 80% in the UK. 

We can see some detail information from the tables blow. 

Table 3.4 Top 5 retailers’ market share in UK from 2009 to 2011 

 

12 weeks to 22 February 2009  12 weeks to 21 February 2010  

Tesco     6,709,669           30.1% 7,102,289          30.4% 

ASDA 3,827,675           17.2% 3,973,853          17.0% 

Sainsbury's  3,596,800           16.2% 3,799,974          16.3% 

Morrisons  2,609,140           11.7% 2,865,051          12.3% 

Co-operative      1,137,972            5.1% 1,323,593           5.7% 

Total (%) 80.3% 81.7% 

 

  12 weeks to 05 September 2011  

Tesco  7,032,586          30.4% 

ASDA 4.039,159          17.4% 

Sainsbury's  3,716,980          16.1% 

Morrisons  2,666,222          11.5% 

Co-operative 1,624,263           7.0% 

Total (%) 82.4% 

Source: These data are from Kantar Worldpanel. To get further information you can 

visit <http://www.kantarworldpanel.com> and select ―insight‖ 

From year 2009 to 2011 Tesco’s market share in the UK is increasing; ASDA’s 

market share is decreasing in 2010, but gets an increasing in 2011; Sainsbury’s 

market share get a decreasing in 1% in total. 

Nowadays there are some concerning about the giant retail’s market share. 

According to the reports of Kantar Worldpanel, ―31.01.2012, all-time record 

performance for Asda lifts its share from 16.9% a year ago to 17.5%now. In contrast, 
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there is considerable pressure on Tesco, with its growth rate of 2.1% only half the 

total market average. This has caused its share to fall by 0.6 percentage points.‖; 

―28.02.2012, Tesco’s market share remains under pressure and now stands at 29.7% 

a level we last saw in may 2005 － as it faces stiff competition from its rivals. By 

contrast, the completion of its Netto conversions helped Asda retain its record share 

of 17.5%.‖10. 

Among the 4 biggest retailers only Tesco’s market share is decreasing, as I have 

said that there is a price war between Tesco Asda and Sainsbury’s, and Tesco had 

decided to launch ―Big Price Drop to help customers with the cost of living into 2012 

with third wave of price cuts‖11, in that way Tesco will gain more shoppers, but that 

may be the reason why Tesco lose its share.  

I think the decision of ―price drop‖ is good in the long-term, because shoppers will be 

attracted by the good quality and low price, then as time goes on Tesco ’s market 

share will grow up for much more customers are shopping in Tesco rather  than other 

retailers. It is always better to gain customers’ loyalty than to achieve more sales in 

short-term. As I find from the official website of Tesco, their core purpose is to create 

value for customers to earn their lifetime loyalty. 

3.4 Structure of Tesco 

I think the structure of Tesco is the hierarchical structure. Then what is hierarchical 

structure? A company with the structure is a company which is divided into several 

levels just like a triangle, the higher level directly controls the level be low, and the 

higher the level is the small group it is. Just like the picture blow. 

 

                                                 
10

 All the news are from Kantar Worldpanel, you can read more in the website 
<http://www.kantarworldpanel.com> and select ―insight‖. 
11

 This is a news from the official website of Tesco plc, reported on 29
th
 December 2011. Available on  

<http://www.tescoplc.com/index.asp?pageid=17&newsid=513>. 
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For example, if there is a problem happened to a cashier, and he can’t solve the 

matter himself, then he will ask his partners. If they are not sure, he will ask his 

leader to help him. Often in this way the problem will be solved very quickly and 

easily. 

A retailer like Tesco as I have purchased inside, they get their own team to make 

Tesco-product, and always these products are cheaper than other brands; they also 

have their own delivery team responsible for their daily goods switching and 

updating to ensure the service quality; they have department to do market research, 

to connecting with the suppliers, to list daily goods on sales, etc.  
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4 Financial analysis of TESCO 

There are 6 parts in this chapter, including common-size analysis, activity ratios, 

liquidity ratios, financial leverage ratios, profitability ratios, and the DuPont analysis. 

We analyze the financial statements of Tesco from 2007 to 2011, and also make 

some comparison to Sainsbury’s for the 2011in some parts. All the data I use in this 

chapter are from the annual reports of Tesco and Sainsbury’s, which is available in 

―Annexes‖. 

4.1 Common-size Analysis 

First is the common-size analysis, this part is divided into 2 parts: vertical 

common-size analysis and horizontal common-size analysis. The percentages you 

see in this part are based on the data in statements of Tesco. 

4.1.1 Vertical common-size analysis of income statement 

The table below is for the vertical analysis, all the items are restated as a 

percentage of revenue. 

Table 4.1 Vertical analysis of income statement 

We can find that the percentage of ―cost of sales‖ is decreasing overtime, as the 

revenue is also growing overtime12. Tesco cost less money to earn more money, it 

                                                 
12

 You can find the revenue of Tesco from 2007 to 2011 in the income statement at the ―Annex‖. 

Year 2007 2008 2009 2010 2011 

Revenue 100% 100% 100% 100% 100% 

Cost of sales  92.4% 92.3% 92.2% 91.9% 91.7% 

Net Administrative expenses 1.9% 1.8% 1.9% 2.0% 2.0% 

non-operating income or expense 0.0% 0.0% 0.5% 0.5% 0.5% 

Taxation 1.8% 1.4% 1.5% 1.5% 1.4% 

Net Profit for the year 4.5% 4.5% 4.0% 4.1% 4.4% 
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means a more effectively way in assigning money. But when we analyze the profit 

over years we find that it is decreasing from 2008-2009 then it starts to grow. When 

comparing the income statement of 2009 and 2008 we can find that the cost of 2009 

is higher than 2008, we can see it clearly when looking the table 4.1, the biggest gap 

is from the interest－0.5%, more than 2008. And then main reason caused that I 

think is the financial crisis at that time, according to the chief executive, sir Terry 

Leahy said at that time ―At a time when customers everywhere are feeling the 

economic strain, we are responding to their changing needs in all markets by 

lowering prices, introducing more affordable products and offering even sharper 

promotions.‖13 

Figure 4.1 Vertical analysis of income statement 

 

Anyway through the 5 years there is no much big differences to TESCO, it grows 

stably. 

4.1.2 Vertical common-size analysis of balance sheet 

The table below is for the vertical analysis, all the items are restated as a 

percentage of total assets. The total non-current assets are the summation of 

―property, plant and equipment‖, ―goodwill and intangible assets‖ and ―other assets‖. 

From 2007 to 2011 t the total non-current asset as a percentage of total assets are 

                                                 
13

 Source: This sentence is from the annual report 2009, said by Terry Leahy 
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81.6%, 79.1%, 69.5%, 74.4%, 74.9%. 

Table 4.2 Vertical analysis of balance sheet 

We can find that the all the percentages get a great change from 2008 to 2009. I find 

it that in the balance sheet from 2008 to 2011 of Tesco, all the items in 2009 

increased very much from the year 2008, and from 2009 to 2011 the items don’t 

change much. For example, its total assets in 2008 is 20164 million pounds, in 2009 

it is 46053 million pounds. Tesco Bank was a 50:50 joint venture between Tesco and 

Royal Bank of Scotland14 before 2008. In July 2008, Tesco announced that they 

were buying out the Royal Bank of Scotland's 50% stake in the company for £950 

million, and the transaction was completed later that year. I think that’s the reason 

why the balance sheet changed so much between 2008 and 2009. 

Figure 4.2 Vertical analysis of balance sheet 

 

                                                 
14

 Royal Bank of Scotland is one of the UK's largest banks . 
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Year 2007 2008 2009 2010 2011 

Total Assets 100.0% 100.0% 100.0% 100.0% 100.0% 

Total Current asse ts 18.4% 20.9% 30.5% 25.6% 25.1% 

Property, plant and equipment  68.4% 65.6% 50.3% 52.6% 51.7% 

Goodwill and other intangible assets 8.2% 7.7% 8.7% 9.1% 9.2% 

Other assets  4.9% 5.8% 10.5% 12.8% 14.0% 

Total Current liabilities 32.9% 34.0% 39.2% 34.8% 37.6% 

Total Non-current liabilities 24.5% 26.5% 32.6% 33.3% 27.2% 

Total Equity 42.6% 39.5% 28.2% 31.9% 35.2% 
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4.1.3 Horizontal common-size analysis of income statement 

The year 2007 is the benchmark for the following table, every item is restated into 

percentage of the year 2007. 

Table 4.3 Horizontal analysis of income statement 

Most of the items are increasing over years, only that the interest expense and other 

non-operating income of 2011 are less than 2010. In the balance sheet we find that 

the liabilities in the year 2011 are less than the year 2010. According to the annual 

report 2010, Tesco is trying to reduce the net debt. In 2010 the net debt is 6.8 million 

pounds, ahead of their target of 7.0 million pounds. And they expect the net debt to 

fall further in the years ahead15. 

4.1.4 Horizontal common-size analysis of balance sheet 

The table below is for the horizontal analysis of the balance sheet of Tesco from 

year 2007 to 2011. All the items are restated as a percentage of the year 2007. 

 

                                                 
15

 Source: In the annual report 2010 of Tesco. 

Year 2007 2008 2009 2010 2011 

Revenue  100.0% 110.9% 127.4% 133.5% 142.9% 

Cost of sales  100.0% 110.8% 127.2% 132.7% 141.8% 

Gross profit 100.0% 104.8% 121.8% 133.0% 146.1% 

Net administrative expenses  100.0% 102.9% 124.2% 141.1% 153.3% 

Operating profit 100.0% 105.4% 121.1% 130.6% 143.9% 

Other non-operating income 100.0% 118.1% 102.3% 134.8% 93.7% 

Interest expense 100.0% 115.7% 221.3% 268.1% 223.6% 

Profit before tax 100.0% 105.7% 111.3% 119.7% 133.2% 

Taxation 100.0% 87.2% 102.1% 108.8% 111.9% 

Profit for the year 100.0% 112.2% 114.1% 123.0% 140.7% 
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Table 4.4 Horizontal analysis of balance sheet 

We can find that the total assets are almost growing over time, only that total assets 

of 2010 stayed the same. And we can see that the debt increasing rate is more than 

total assets increasing rate, especially from 2009 to 2011. From year 2007 to 2011, I 

find that the numbers of stores of Tesco world wild are 3263, 3729, 4331, 4811, and 

5380. The number is always increasing, especially the year 2009, the number of 

stores increased 602 more than any other years. I think that’s why the debt 

increased so quickly. 

4.2 Activity Ratios 

There are five parts in this section, including inventory turnover, receivable turnover, 

total assets turnover, number of says turnover, and operating cycle. The table below 

gives us the data I may use in this section. These data is from the income 

statements and balance sheets of Tesco from 2007 to 2011. 

 

 

 

 

 

Year 2007 2008 2009 2010 2011 

Total Assets 100.0% 121.6% 185.6% 185.5% 190.3% 

Total Current asse ts 100.0% 137.7% 306.9% 257.1% 259.4% 

Property, plant and equipment  100.0% 116.6% 136.4% 142.6% 143.7% 

Goodwill and other intangible assets 100.0% 114.2% 196.9% 204.3% 212.1% 

Other assets  100.0% 143.9% 399.1% 485.8% 545.5% 

Total Current liabilities 100.0% 125.9% 221.3% 196.5% 217.5% 

Total Non-current liabilities 100.0% 131.5% 246.8% 251.9% 211.2% 

Total equity 100.0% 112.6% 122.9% 138.9% 157.3% 
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Table 4.5 Data for activity ratios 

4.2.1 Inventory Turnover 

Here we should use the formula (2.1) and the data from table 4.5 to get the 

inventory turnovers from 2007 to 2011 of Tesco. 

Table 4.6 Inventory turnovers from 2007 to 2011 

From the table we can see that the inventory turnover ratio of the year 2007 is the 

highest one, 20.4. It means in one year Tesco update it goods for almost 21 times. 

From 2008 to 2010 the inventory turnover ratios are showing an increasing trend 

that means the activity level of Tesco at that period is increasing. In 2011 the 

inventory turnover ratio is the lowest one. 

4.2.2 Receivable turnover  

Then use the formula (2.2) and the data from table 4.5 to calculate the receivable 

turnovers. 

Table 4.7 Receivable turnovers from 2007 to 2011 

The receivable turnovers of Tesco are decreasing overtime, in 2011 the turnover is 

26.33, and it’s very small comparing to 39.52, which is in the year 2007. That means 

Year 2007 2008 2009 2010 2011 

Revenue  42,641 47,298 54,327 56,910 60,931 

Total Assets 24,807 30,164 46,053 46,023 47,206 

COGS (Cost of sales) 39,401 43,668 50,109 52,303 55,871 

Inventories 1,931 2,430 2,669 2,729 3,162 

receivables  1,079 1,311 1,798 1,888 2,314 

Year 2007 2008 2009 2010 2011 

Inventory turnovers 20.40 17.97 18.77 19.17 17.67 

Year 2007 2008 2009 2010 2011 

Receivable Turnover 39.52  36.08  30.22  30.14  26.33  
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the amount of days to change receivables into cash is increasing, the liquidity of 

receivables is decreasing. 

4.2.3 Total Assets Turnover 

Then we use the formula (2.3) and the data from table 4.5 to get the total assets 

turnovers. 

Table 4.8 Assets turnovers from 2007 to 2011 

From the table the total assets turnovers show a decreasing trend from 2007 to 

2009, then after the year 2009 it began to grow up. I think that’s because of the crisis 

happened in the year 2008 and 2009 that influence the efficiency of using assets. 

The total assets turnover for the year 2011 is 1.29 means per pound in asset will 

turnout 1.29 pounds in revenue. 

4.2.4 Comparison to Sainsbury’s in activity ratios 

The following table shows us the comparison of inventory turnover, receivable 

turnover, and assets turnover ratios of Tesco and one of the largest Tesco ’s 

competitors, Sainsbury’s16 (for the year 2011). 

Table 4.9 Comparison of Sainsbury’s and Tesco in activity ratios in 2011 

 
Inventory turnover Receivable turnover Total assets turnover 

Tesco 17.67 26.33 1.29 

Sainsbury's  24.56  61.52  1.85  

Source: I use the data of Sainsbury’s (which is available in annex) in its annual 

report 2011to get these ratios. 

The inventory turnover of Sainsbury’s is 24.56 times, that’s really a big number to 

Tesco, higher than any year ’s inventory turnover ratio of Tesco. That means 

                                                 
16

 Sainsbury’s is the third largest retailer in UK, it is listed on the London Stock Exchange with the symbol SBRY 
and is a constituent of the FTSE 100 Index. 

Year 2007 2008 2009 2010 2011 

Assets turnover 1.72  1.57  1.18  1.24  1.29  
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Sainsbury’s will sell out its inventory 24.56 times in 2011, while Tesco is 17.67 times.  

The receivable turnover of Sainsbury’s in 2011 is 61.52, which means Sainsbury’s 

can get money from its account receivables 61 times in a year. That is very much 

bigger than Tesco’s 26.33. The total assets turnover of Sainsbury’s is 1.86, that’s 

also bigger than Tesco’s 1.29, which means per pounds in assets of Sainsbury’s will 

turnout into 1.85 pounds in its revenue. 

Usually the higher the activity ratios are the better for the company’s cash liquidity, 

the table up shows that Sainsbury’s gets more liquidity in everyday activity. 

The figure below shows us the comparison of Sainsbury’s and Tesco in activity 

ratios for the year 2011. 

Figure 4.3 Comparison of Sainsbury’s and Tesco in activity ratios in 2011 

 

4.2.5 Number of days turnover 

Here we use the formula (2.4) and (2.5) to get the days of inventory and receivable, 

as the following table. 

Table 4.10 Number of days turnover of Tesco from 2007 to 2011 

Year 2007 2008 2009 2010 2011 

Number of days inventory  17.89  20.31  19.44  19.04  20.66  

Number of days receivable 9.24  10.12  12.08  12.11  13.86  

From the table we can see the turnover days clearly, normally the smaller the 
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number is, the better it is for the company. 

Then we use the formula (2.6) and the data from table 4.5 to get the data of every 

year’s purchases. As the following table, 

Table 4.11 Purchases of Tesco from 2008 to 2011 

Year 2007 2008 2009 2010 2011 

Purchases  - 44,167 50,348 52,363 56,304 

and with the data of account payable, 

Table 4.12 Account payable of Tesco from 2007 to 2011 

Year 2007 2008 2009 2010 2011 

Trade and other payables  6,046 7,277 8,522 9,442 10,484 

we can get number of days payable of Tesco. 

Table 4.13 Number of days payables of Tesco from 2008 to 2011  

Number of days payables - 60.1  61.8  65.8  68.0  

Often the fewer the number of days payable is, the more credit to the suppliers. The 

number of days payable of Tesco for the year 2011 is 68, the highest on in the 4 

years. That means Tesco needs 68 days to pay for its suppliers, and its credit to the 

suppliers is decreasing from 2008 to 2011. 

4.2.6 Operating cycle 

With the data of table 4.12 we can get the operating cycles of Tesco from 2007 to 

2011. The formula we use is formula (2.8) 

Table 4.14 Operating cycle of Tesco from 2007 to 2011 

Year 2007 2008 2009 2010 2011 

operating cycle 27.12  30.43  31.52  31.15  34.52  

We use the formula (2.9) to get the net operating cycle, 

Table 4.15 Net operating cycle of Tesco from 2008 to 2011 

Year 2008 2009 2010 2011 

net operating cycle -29.71  -30.26  -34.66  -33.45  

We can see that the net operating cycle is negative, it means when Tesco sell out all 
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its inventory and get all the money in account, Tesco still needs about 30 days to 

pay for the suppliers. 

4.3 Liquidity Ratios 

This section contains 3 parts, including current ratios, quick ratios, and comparison 

to Sainsbury’s in liquidity ratios. The table below is the data I wi ll use in this section. 

Table 4.16 Data for liquidity ratios 

4.3.1 Current ratios 

Then we use the formula (2.11) and the data from table 4.16 to get the current ratios. 

Table 4.17 current ratios of Tesco from 2007 to 2011 

Year 2007 2008 2009 2010 2011 

Current Ratio 0.56  0.61  0.78  0.73  0.67  

This ratio reflects the ability of the company paying back current liability, and 

usually the higher the ratio is, the better the company meets it short-term 

liabilities. In 2009, Tesco’s current ratio is the highest one, and then it 

decreased to 0.67 in the year 2011. That means Tesco’s ability to meet its 

short-term liabilities is decreasing since the year 2009. 

We can find that Tesco’s current ratios from 2007 to 2011 are all less than 1. It 

means the net working capital of Tesco is negative. Here is a table of Tesco’s 

current liabilities in 2011 

 

 

 

 

Year 2007 2008 2009 2010 2011 

Total Current assets 4,576  6,300  14,045  11,765  11,869  

Total Current liabilities  8,152  10,263  18,040  16,015  17,731  

Inventories 1,931 2,430 2,669 2,729 3,162 
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Table 4.18 Current liabilities of Tesco from 2007 to 2011(in million pounds)  

And we can find that the biggest three part of the liability are ―trade and other 

payables‖, ―borrowings‖, and the ―customer deposits‖ from 2009 to 2011. And it 

is the payables that accounts for the most part. From 2009 to 2011 there are 

―customer deposits‖, that is because in 2009 Tesco get its own bank named 

―Tesco Bank‖17 

4.3.2 Quick ratios 

We use the data from table 4.16 and formula (2.13) to get the quick ratios of 

Tesco from 2007 to 2011. 

Table 4.18 Quick ratio of Tesco from 2007 to 2011 

The quick ratio of Tesco of the five years shows that the ratio in 2009 is the 

highest one. This ratio shows the ability of paying for the short-term debt, the 

higher the ratio is the better for the company to meet its debt. In the year 2011 

the ratio is 0.49, it is means the ability of Tesco paying for the debt is decreasing 

                                                 
17 Tesco Bank was a 50:50 joint venture between Tesco and Royal Bank of Scotland before 2008. In 
July 2008, Tesco announced that they were buying out the Royal Bank of Scotland's 50% stake in the 

company for £950 million, and the transaction was completed later that year . 

Current liabilities 2007 2008 2009 2010 2011 

Trade and other payables  -6,046 -7,277 -8,522 -9,442 -10,484 

Financial liabilities:           

Borrowings  -1,554 -2,084 -4,059 -1,529 -1,386 

Derivative financial instruments and other 

liabilities  
-87 -443 -525 -146 -255 

Customer deposits  - - -4,538 -4,357 -5,074 

Deposits by banks - - -24 -30 -36 

Current tax liabilities -461 -455 -362 -472 -432 

Provisions  -4 -4 -10 -39 -64 

Year 2007 2008 2009 2010 2011 

Quick Ratio 0.32  0.38  0.63  0.56  0.49  
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from 2010. 

4.3.3 Comparison to Sainsbury’s in liquidity ratios 

The following table shows us the comparison of Sainsbury’s and Tesco in current 

ratio and quick ratio for the year 2011. 

Table 4.19 Comparison to Sainsbury’s in liquidity ratios  

 
Current ratio Quick ratio 

Tesco 0.67 0.49 

Sainsbury's  0.58  0.31  

Source: I use the data of Sainsbury’s (which is available in annex) in its annual 

report 2011to get these ratios. 

The current ratio and quick ratio of Sainsbury’s are 0.58 and 0.31. They are 

much less than Tesco’s, which means Tesco get more ability than Sainsbury’s 

to pay for the debt. 

Figure 4.4 Comparison to Sainsbury’s in liquidity ratios 2011 

 

4.4 Financial Leverage Ratio 

There are two parts in this section, including component-percentage financial 

leverage ratios and Coverage financial leverage ratios. 
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ratio, long-term debt to assets ratio and debt-to-equity ratio. 

Table 4.20 Data for financial leverage ratios from 2007 to 2011 

So we get the ratios in the table below, 

Table 4.21 Component-percentage financial leverage ratios of Tesco from 2007 

to 2011 

In 2009 the debt-to-assets ratio is the highest one for Tesco, it is growing from 

2007 to 2009 and then it slows down from 2009 to 2011. Its decreasing from 

2009 to 2011 is because of the strategy to slow down the net expense and net 

debt. The trend of long-term debt-to-assets ratio and debt-to-equity ratio are 

similar to the debt-to-assets ratio. 

The table below is the comparison of these three ratios of Tesco and 

Sainsbury’s for the year 2011, 

Table 4.22 Comparison to Sainsbury’s in Component-percentage ratios 2011 

 

Tesco Sainsbury's  

Debt-to-assets ratio 0.65 0.52  

Long-term debt-to-assets ratio 0.27 0.27  

Debt-to-equity ratio 1.84 1.10  

Source: I use the data of Sainsbury’s (which is available in annex) in its annual 

report 2011to get these ratios. 

Year 2007 2008 2009 2010 2011 

Total Assets 24,807 30,164 46,053 46,023 47,206 

Long-term debt  6,084 7,999 15,018 15,327 12,852 

Shareholders' equity 10,571 11,902 12,995 14,681 16,623 

Total debt 14,236 18,262 33,058 31,342 30,583 

Year 2007 2008 2009 2010 2011 

Debt-to-assets ratio 0.57  0.61  0.72  0.68  0.65  

Long-term debt-to-assets ratio 0.25  0.27  0.33  0.33  0.27  

Debt-to-equity ratio 1.35  1.53  2.54  2.13  1.84  



42 

 

The debt-to-assets ratio of Sainsbury’s is 0.52 it is much less than Tesco’s, it 

means the debt-to-equity ratio of Sainsbury’s is lower than Tesco’s. 

Figure 4.5 Comparison to Sainsbury’s in Component-percentage ratios 

 

4.4.2 Coverage financial leverage ratios 

The coverage financial leverage ratio can reflect the ability of the company to satisfy 

its debt obligations. In this part there is only the interest coverage ratio, which 

reflects the ability of Tesco to satisfy its interest obligations. 

4.4.2.1 Interest coverage ratio 

We can use the formula (2.19) and the data below to get the interest coverage ratios 

of Tesco from 2007 to 2011. 

Table 4.23 Data for interest coverage ratio from 2007 to 2011 

Year (in million pounds) 2007 2008 2009 2010 2011 

Earnings before taxes and 

interest(EBIT) 

2,869 3,053 3,432 3,755 4,018 

Interest payment 216 250 478 579 483 
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Table 4.24 Interest coverage ratios of Tesco from 2007 to 2011  

Year 2007 2008 2009 2010 2011 

Interest coverage ratio 13.28  12.21  7.18  6.49  8.32  

The ratio in 2007 is the highest one, from 2007 to 2010 the interest coverage 

ratio is decreasing. In 2010 it is 6.49 the lowest one, it means in 2010 Tesco 

could pay the interest 6.49 times out of its profits. The interest ratio is a ratio, 

which indicates the earning available to meet its interest obligation, the bigger 

the number is the better for the company. 

We can compare the ratio to Sainsbury’s for the year 2011, 

Table 4.25 Comparison to Sainsbury’s in interest coverage ratio 2011 

  Interest coverage ratio 

Tesco 8.32 

Sainsbury's  8.13  

The interest coverage ratio of Sainsbury in 2011 is 8.13, it  is less than Tesco’s. 

It means Tesco is more available to afford this year ’s interest payment. 

4.5 Profitability Ratios 

This section contains 3 parts, including margins, return-on-investment ratios, and 

shareholder ratios. 

4.5.1 Margins 

We should use the formula (2.21), (2.22) and (2.23) to get the margins of Tesco 

from 2007 to 2011, with the data below, 
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Table 4.26 Data for margins 

Year 2007 2008 2009 2010 2011 

Gross profit  3,463 3,630 4,218 4,607 5,060 

Operating profit  2,648 2,791 3,206 3,457 3,811 

Net income 1,899 2,130 2,166 2,336 2,671 

Revenue  42,641 47,298 54,327 56,910 60,931 

Then we get the gross profit margin operating profit margin and net income 

margin, as the table below. 

Table 4.27 Margins of Tesco from 2007 to 2011 

All the margins of Tesco in 2011 are the highest among the other years’, most of 

the margins are growing over time, that’s very nice for Tesco. 

Only in 2009 the net profit margin was decreasing from 4.50% (in the year 2008) 

to 3.99%, that’s really a big difference. As I know in 2009 the chief executive of 

Tesco, Sir Terry Leahy, said that under the intensive economic situation, they 

were responding to the market need by lowering prices. So Tesco’s net profit is 

decreasing even there is a little bit increasing in gross profit margin. 

We can comparing the situation to Sainsbury with the these margins for the 

year 2011 

Table 4.28 Comparison to Sainsbury’s in margins 2011 

  Tesco Sainsbury's 

Gross profit margin 8.30% 5.50% 

Operating profit margin 6.25% 4.03% 

Net profit margin 4.38% 3.03% 

In every area Sainsbury’s margins are lower than Tesco’s, in the same market 

Year 2007 2008 2009 2010 2011 

Gross profit margin 8.12% 7.67% 7.76% 8.10% 8.30% 

Operating profit margin 6.21% 5.90% 5.90% 6.07% 6.25% 

Net profit margin 4.45% 4.50% 3.99% 4.10% 4.38% 
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conditions, Tesco is better in the management system and consumers’ loyalty. 

The figure below is the comparison to Sainsbury’s in margins. 

Figure 4.6 Comparison to Sainsbury’s in margins 2011 

 

4.5.2 Return-on-investment ratios 

There are three parts in this section, including operating return on assets and return 

on assets and return on equity, and the comparison to Sainsbury’s in 

return-on-investment ratios. 
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Table 4.30 Operating return on assets and return on assets of Tesco from 2007 

to 2011 

Year 2007 2008 2009 2010 2011 

Operating return on 

assets 

10.67% 9.25% 6.96% 7.51% 8.10% 

Return on assets 7.66% 7.06% 4.70% 5.08% 5.68% 

The operating return on assets is decreasing from 2007 to 2009. In 2007 it is 

10.67%, the highest one of the five years, and the operating profit value at that 

year was the highest. The same situation is to the return on assets for Tesco. 

This ratios shows us how the company’s investment in assets reflects in the net 

profit, the higher the ratio is, the better of the company assign its assets. In 

2009 it decreased so much, I think that was because of the financial crisis at the 

time, influencing Tesco’s net profit. 

4.5.2.2 Return on equity 

We should use the formula (2.31) to get the return on equity ratios of Tesco 

from 2007 to 2011, as the table below, 

Table 4.32 Return on equity of Tesco from 2007 to 2011 

Year 2007 2008 2009 2010 2011 

Return on equity 17.96% 17.90% 16.67% 15.91% 16.07% 

This ratio shows the profit per dollar of shareholders’ investment, it is 

decreasing from 2007 to 2010, in the year 2011 it is 16% increased a little from 

the year 2010. 

4.5.2.3 Comparison to Sainsbury’s in return-on-investment ratios 

We can compare the situation to Sainsbury’s of these three ratios for the year 

2011. 
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Table 4.31 Comparison to Sainsbury’s in return-on-investment ratios 

 

Tesco Sainsbury's  

Operating return on assets 8.10% 7.47% 

Return on assets 5.68% 5.61% 

Return on equity 16.07% 11.80% 

The return on assets of the two companies is almost the same, but the gap 

between operating return on assets of the two is 0.63%, it shows that in the 

same situation Tesco pays more taxes and interests in percentage than 

Sainsbury’s. The return on equity of Sainsbury’s is 11.80%, it means every 

dollar from its shareholders can be turned into 0.118 dollars in net profit. It is 

less than Tesco’. We can see it more clearly in the figure below. 

Figure 4.6 Comparison to Sainsbury’s in return-on-investment ratios 
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The earning per share is increasing over time. In the year 2011 it is 33.10 pence 

per share during a period, 

4.5.3.2 Price earning ratio (P/E or P/E ratio) 

We can use the data below, the get the P/E ratios 

Table 4.33 Market share price of Tesco from 2007 to 2011 

February 19th or 20th market share price 

2007 445.75  

2008 408.75  

2009 344.70  

2010 427.70  

2011 408.38  

Source: These data are from the annual report from 2007 to 2011 

The P/E ratios are as below, 

Table 4.34 P/E ratio of Tesco from 2007 to 2011 

This ratio reflects the price the investors are willing to pay per dollar of net profit 

the company earned. It is generally kept in the area 20-30, too small means 

less rick and worth buying, too big means high risk and cautious buying. But 

often the high P/E ratio stocks are hot stocks, and low P/E ratio stocks are 

maybe unpopular stocks. In the year 2011 the P/E ratio is 12.34, it is less than 

the five years’ before, it means the stock is with low risk, and more worth buying 

in 2011. 

4.5.3.3 Dividends per share (DPS) 

Tesco get a strategy that Tesco will always increase the dividends per share for 

the shareholders. 

Year 2007 2008 2009 2010 2011 

P/E 18.70  15.17  12.53  14.58  12.34  
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Table 4.35 Dividend per share of Tesco from 2007 to 2011 

Years  Dividends per share (pence) 

2007 9.63  

2008 10.90  

2009 11.96  

2010 13.05  

2011 14.46  

Source: in the annual report of Tesco from 2007 to 2011 

We can see that the dividends per share are increasing from 2007 to 2011, in 

2011 the dividends per share is 14.46 pence, it means that the investors can get 

14.46 pence per share. Tesco always tries to increase the dividends per share 

to gain more investors and the loyalty of them, which is a strategy for Tesco.  

We can compare the dividends per share to Sainsbury’s for the year 2010 and 

2011, 

Table 4.36 Comparison to Sainsbury’s in dividends per share from 2010 to 2011 

 
Dividends per share 2010 Dividends per share 2011 

Tesco 13.05  14.46  

Sainsbury's  13.60  14.50  

in the year the gap of dividends per share for Tesco and Sainsbury’s is 0.55 

pence, than one year later the gap is 0.04 pence. So we can see Tesco’s hard 

work in growing dividends per share. The following figure is the comparison of 

dividends per share. 

Figure 4.7 Dividends per share of Tesco and Sainsbury’s 2010 and 2011 
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4.6 The DuPont Analysis 

The DuPont analysis is a better way to understand return ratios and why they 

change over time. Here we analyze the return on assets ratio and the return on 

equity ratio. 

4.6.1 DuPont analysis of return on assets 

Let take a look at Tesco’s return on assets for the year 2010 and 2011. 

Table 4.37 Return on assets of Tesco 2010 to 2011 

Year 2010 2011 

Return on assets  5.08% 5.68% 

We can see that the return on assets of 2011 is 5.68 which is higher than 5.08 

in the year 2010. But why is it change in that way? 

As we know,𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =
Net  income

Total  assets
 and this formula can be divided into 

two components, 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =
Net income

Total assets
=

Net income

Revenues
×

Revenues

Average total assets
 

or 

Return on assets = Net profit margin × Total assets turnover 

Let’s see the changes more clearly with the data of 2010 and 2011, 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =  
Net income

Revenues
×

Revenues

Average total assets
 

2010         
2336

46023
    =   

2336

56910
     ×   

56910

46023
 

          5.08%    =  4.10%    ×    1.24 

 

2011      
2671

47206
    =   

2671

60931
     ×   

60931

47206
 

         5.68%    =  4.38%    ×    1.29   

It is obviously that the change in net profit margin is bigger than the change in 
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total assets turnover even though the gap is not so big. 

We can take a longer span of time, 2003 to 2011, as shown below. 

Figure 4.7 Return on assets, net profit margin, and assets turnover of Tesco 

from 2003 to 2011 

 

Source: this figure is based on the data from annual report of Tesco from 2003 

to 2011, the data from 2003 to 2006 is available in ―annex‖. 

So we can see more clearly that the primary driver of Tesco ’s return on assets 

over time is its assets turnover and net profit margin, even though the net profit 

margin changes not so big every year, the trends of these three ratios are 

almost the same. 

We can also compare Tesco’s return on assets with Sainsbury’s for the year 

2011. 

Let’s have a look of it through the components of the formula  

               𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 =  
Net  income

Revenues
×

Revenues

Average  total  assets
 

Tesco           5.68%    =  4.38%    ×    1.29   

Sainsbury’s      5.61%    =  3.03%    ×    1.85   

We can find that Tesco’s return on assets is higher than Sainsbury’s is due to 

the profit margin. 
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We can gain a better understanding of Tesco’ net profit margin by breaking the 

net profit margin ratio into three components, as the following formula,  

𝑁𝑒𝑡 𝑝𝑟𝑜𝑓𝑖𝑡 𝑚𝑎𝑟𝑔𝑖𝑛 =  
Net income

Revenues
 

=
Operating  income

Revenues
×

Income  befor  taxes

Oper ating  income
× (1 −

taxes

Income  before  taxes
)  

Or 

Net profit margin = Operating profit margin 

             × Effect of nonoperating items × Tax effect 

Figure 4.7 Net profit margin components of Tesco 2011 

 

The panel above is the components of net profit margin for  Tesco in the year 

2011. 

So we can see there are three ratios that affect the net profit margin, the effect 

of nonoperating items often referred to interest effect, because the interest 

payment is the primary nonoperating expense, the higher the interest payment 

is the lower ratio it is. As we see the tax effect is 0.756, then we know the 

average tax rate for 2011 is 1-0.756=0.244. 

4.6.2 DuPont analysis of return on equity 

We use the same way to break down the return on equity as a three-component 

DuPont model. 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑒𝑞𝑢𝑖𝑡𝑦 =
Net income

Shareholders′ equity
 

=
Net income

Revenues
×

Revenues

Total assets
×

Total assets

Shareholders′ equity
 

Net profit margin

4.38%

Operating profit 
margin

6.25%

Effect of 
nonoperating items

0.928

Tax effect

0.756
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The three components are net profit margin, total assets turnover, and financial 

leverage. This model can be extended because of the net profit margin as we did 

previously. We can see the five components from the return on equity as the figure 

below. 

Figure 4.8 Return on equity components of Tesco 2011 

 

We can also compare these components to Sainsbury’s to understand the 

difference among the companies’ financial condition and performance that produce 

different return on equity. 
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Figure 4.9 Return on equity components of Sainsbury’s 2011 

 

We can find that the total assets turnover is similar for the two companies, the facts 

that differs the return on assets between Tesco and Sainsbury’s is the net profit 

margin and the financial leverage. The items that matters the net profit margin most 

is operating profit margin. Tesco gets a higher operating profit margin means it can 

generate more profits per dollar of revenues. Tesco with a slightly higher financial 

leverage ratio means Tesco is more reliant on debt financing. 

We can also use the model to analyze the return on equity of Tesco over time. The 

figure below shows us the return on equity of Tesco from 2007 to 2011. 

Figure 4.10 Return on equity of Tesco from 2007 to 2011 

 

We can see that the ratio was decreasing since 2007 to 2010, only in 2011 it 

increased a little. Looking more clearly to the components of return on assets, we 
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may know why it changed that way. 

Figure 4.11Net profit margin of Tesco from 2007 to 2011 

 

Figure 4.12 Total assets turnover of Tesco from 2007 to 2011 

 

Figure 4.13 Financial leverage of Tesco from 2007 to 2011 

 

The trend for the 3 ratios form 2007 to 2008 is similar. In the year 2009 the return on 

assets decreased, that’s because of the great decreasing in net profit margin even 

though the financial leverage increased a lot. The same situation to the year 2011, 

the net profit margin increased so much that made the increasing in return on assets, 
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though the decreasing in total assets turnover and financial leverage. So we know 

that from 2007 to 2011 the factor that affects the return on assets of Tesco most is 

the net profit margin. 

4.6.3 Influence quantification of the return on equity 

We can use the method to figure out which component ratios(which can be found in 

the DuPont analisi part) contributed to the change in return on assets ratio at most 

between the year 2010 and 2011. 

The absolute change of the return on equity ratio: ∆ROE = ROE2011 − ROE2010 =

16.07% − 15.91% = 0.16% 

The index change of return on equity ratio: IROE =
ROE 2011

ROE 2010
=

16.07%

15.91%
= 1.010 

First we use the method of gradual changes to get the answer. We make the 

changes of the components of return on equity in the following table.  

Table 4.38 Method of gradual changes 

  a0(2010) a1(2011) Δa Δxai Order 

 a1 = EAT/Revenue 0.0410 0.0438 0.0028 1.09% 1 

 a2 = Revenue/Assets 1.24 1.29 0.05 0.69% 2 

 a3 = Assets/Equity 3.13 2.84 -0.29 -1.64% 3 

 sum x x x 0.14% x 

For a1: ∆ROEa1 = 0.0028 × 1.24 × 3.13 = 0.0108 

For a2: ∆ROEa2 = 0.0438 × 0.05 × 3.13 = 0.0068 

For a3: ∆ROEa3 = 0.0438 × 1.29 ×  −0.29 = −0.0164  

The total change of return on equity is 0.14% by using the method of gradual 

changes. It is a little different from 0.16% (the absolute change), that’s a metter of 

the decimal. 

We can use another logic, that is the logarothmic method, to get the result of the 

total change of return on equity. 
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Table 4.39 logarothmic method 

  a0(2010) a1(2011) Ia Δxai Order 

 a1 = EAT/Revenue 0.041 0.0438 1.068 1.08% 1 

 a2 = Revenue/Assets 1.24 1.29 1.04 0.65% 2 

 a3 = Assets/Equity 3.13 2.84 0.91 -1.59% 3 

 sum x x x 0.14% x 

For a1: ∆ROEa1 = (ln 1.068/ ln 1.010) × 0.16% = 1.08% 

For a2: ∆ROEa2 = (ln 1.04/ ln 1.010) × 0.16% = 0.65% 

For a3: ∆ROEa3 = (ln 0.91/ ln 1.010) × 0.16% = −1.59%  

The total change of return on equity is 0.14% by using the logarothmic method.  

We can comare the results of the two methods. 

Table 4.40 Comparison of method of gradual changes and logarithmic method  

  
Method of gradual 

changes 

Logarithmic 

method 

Difference 

 a1 = EAT/Revenue 1.09% 1.08% -0.01% 

 a2 = Revenue/Assets 0.69% 0.65% -0.04% 

 a3 = Assets/Equity -1.64% -1.59% +0.05% 

 sum 0.14% 0.14% 0% 

We can see that there are some differences betweet the two methods, that’s a 

metter of method of calculation.  

From the table above we can find that the componnet that influence the return on 

equity most is the financial leverage ratio for the year 2010 to 2011 of Tesco. 
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5 Conclusion 

So far I have written four parts, including introduction, description of methodology of 

financial analysis, Tesco company description, and financial analysis of Tesco. I 

have explained some methodology of financial analysis, told some history of Tesco 

and its competitors, and financial ratios of Tesco. In the financial analysis part, I 

found that Tesco did not so good in its activity ratios, most of the ratios were falling 

down since 2009 to 2011. When comparing to Sainsbury’s in liquidity ratios, financial 

leverage ratios, profitability ratios, and return-on-investment ratios, we can find that 

Tesco is very better than Sainsbury’s in these ratios. In another word, Tesco gets 

more ability to meet its specify obligations and is more efficiency in assets 

investment. 

Nowadays Tesco faces many pressures from its competitors (such as ASDA, 

Sainsbury’s, etc). According to the report of Kantar Worldpanel, Tesco’s market 

share stays at a low level in the first few months of 2012. People are concerning 

about Tesco’s situation, whether it can win the price competition or not is still a 

question. 

In the recent years, Tesco is trying hard to help customers to save their money and 

also provide customers their best service. I think that’s the main reason why Tesco 

now grows the world third largest retailer. And Tesco is sti ll growing, it will become 

more and more stronger. 
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Annexes 

Annexe 1 Tesco income statement from 2007 to 2011(in million 

pounds) 

Year 2007 2008 2009 2010 2011 

Continuing operations 

Revenue (sales excluding VAT) 42,641 47,298 54,327 56,910 60,931 

Cost of sales  -39,401 -43,668 -50,109 -52,303 -55,871 

Pensions adjustment – Finance Act 2006 258 - - - - 

Impairment of the Gerrards Cross site -35 - - - - 

Gross profit 3,463 3,630 4,218 4,607 5,060 

Administrative expenses  -907 -1,027 -1,248 -1,527 -1,676 

Profit arising on property-related items 92 188 236 377 427 

Operating profit 2,648 2,791 3,206 3,457 3,811 

Share of post-tax profits of joint ventures and 

associates 
106 75 110 33 57 

Profit on sale of investments in associates 25 - - - - 

Finance income 90 186 116 265 150 

Finance costs -216 -250 -478 -579 -483 

Profit before tax 2,653 2,803 2,954 3,176 3,535 

Taxation -772 -673 -788 -840 -864 

Profit for the year from continuing operations 1,881 2,130 2,166 2,336 2,671 

Discontinued operation 

Profit/(loss) for the year from discontinued operation 18 - - - - 

Profit for the year 1,899 2,130 2,166 2,336 2,671 

      

Earning per share pence 

Basic 23.84  26.95  27.50  29.33  33.10  

Diluted 23.54  26.61  27.31  29.19  32.94  
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Annexe 2 Tesco balance sheet from 2007 to 2011(in million pounds) 

Year 2007 2008 2009 2010 2011 

Non-current assets 

Goodwill and other intangible assets 2,045 2,336 4,027 4,177 4,338 

Property, plant and equipment  16,976 19,787 23,152 24,203 24,398 

Investment property  856 1,112 1,539 1,731 1,863 

Investments in joint ventures and associates  314 305 62 152 316 

Other investments 8 4 259 863 1,108 

Loans and advances to customers - - 1,470 1,844 2,127 

Derivative financial instruments  - 216 1,478 1,250 1,139 

Deferred tax assets 32 104 21 38 48 

Total 20,231 23,864 32,008 34,258 35,337 

            

Current assets 

Inventories 1,931 2,430 2,669 2,729 3,162 

Trade and other receivables  1,079 1,311 1,798 1,888 2,314 

Loans and advances to customers - - 1,918 2,268 2,514 

Loans and advances to banks and other financial 

assets 
- - 2,129 144 404 

Derivative financial instruments  108 97 382 224 148 

Current tax assets 8 6 9 6 4 

Short-term investments - 360 1,233 1,314 1,022 

Cash and cash equivalents  1,042 1,788 3,509 2,819 1,870 

Total 4,168 5,992 13,647 11,392 11,438 

Non-current assets classified as held for sale  408 308 398 373 431 

  4,576 6300 14,045 11,765 11,869 
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Annex 2 continued 

Current liabilities 

Trade and other payables  -6,046 -7,277 -8,522 -9,442 -10,484 

Financial liabilities:           

Borrowings  -1,554 -2,084 -4,059 -1,529 -1,386 

Derivative financial instruments and other liabilities  -87 -443 -525 -146 -255 

Customer deposits  - - -4,538 -4,357 -5,074 

Deposits by banks - - -24 -30 -36 

Current tax liabilities -461 -455 -362 -472 -432 

Provisions  -4 -4 -10 -39 -64 

Total -8,152 -10,263 -18,040 -16,015 -17,731 

Net current liabilities -3,576 -3,963 -3,995 -4,250 -5,862 

Non-current liabilities 

Financial liabilities:           

Borrowings  -4,146 -5,972 -12,391 -11,744 -9,689 

Derivative financial instruments and other liabilities  -399 -322 -302 -776 -600 

Post-employment benefit obligations  -950 -838 -1,494 -1,840 -1,356 

Other non-current payables -29 -42 -68 - - 

Deferred tax liabilities  -535 -802 -696 -795 -1,094 

Provisions  -25 -23 -67 -172 -113 

Total -6,084 -7,999 -15,018 -15,327 -12,852 

            

Net assets 10,571 11,902 12,995 14,681 16,623 

Equity 

Share capital  397 393 395 399 402 

Share premium account  4,376 4,511 4,638 4,801 4,896 

Other reserves  40 40 40 40 40 

Retained earnings  5,693 6,871 7,865 9,356 11,197 

Equity attributable to owners of the parent  10.506 11,815 12,938 14,596 16,535 

Non-controlling interests 65 87 57 85 88 

Total equity 10,571 11,902 12,995 14,681 16,623 

 

 



4 

 

Annexe 3 Data of Sainsbury’s 2011(from Sainsbury’s annual report 2011)  

Sainsbury's  GBP Million 
   

Year 2011 
 

Total assets 11,399 

Revenue 21,102 
 

Current assets 1,721 

Cost of sales  19,942 
 

Inventories 812 

Gross profit  1,160 
 

Receivables  343 

EBIT 943 
 

Current liabilities  2,942 

Operating profit  851 
 

Non-current liabilities  3,033 

Profit before tax 827 
 

Total liabilities  5,975 

Interest payment 116 
 

Shareholders' equity 5,424 

Net profit  640 
   

     

Earning per share   
   

Basic 34.4 
   

Diluted 33.8 
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Annexe 4 Other data of Tesco from 2003 to 2006 (from annual report 

of Tesco) 

  Aug 14th Feb 25th 

Years  2003 2004 2005 2006 

Net income 433 562 1,347 1,576 

Total assets 17,340 18,792 20,155 22,563 

Revenue  14,703 16,495 33,866 39,454 

     

Return on assets 2.50% 2.99% 6.68% 6.98% 

Net profit margin 2.94% 3.41% 3.98% 3.99% 

Assets turnover 0.85  0.88  1.68  1.75  

 


