
Ratios

1

Learning Outcomes
Students should be able to: 
• interpret and analyse income statement and a statement of financial position for assessing business 

performance using the following ratios:
 – gross profit percentage;
 – net profit percentage;
 – inventory turnover;
 – return on capital employed;
 – working capital ratio

(formulae will be given in the examination).

 
Ratios
Ratios are a useful measure of business performance and assist decision-making. They are particularly 
useful when they are compared with: 
• previous years’ figures;
• with similar companies, i.e. same size in same industry;
• targets set by the business owners/managers.

The main ratios are:
• gross profit percentage;
• net profit percentage;
• inventory turnover;
• return on capital employed;
• working capital ratio.
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Gross Profit Percentage
Gross profit percentage is a profitability ratio that shows the relationship between gross profit and sales 
revenue, showing the amount of gross profit which is made from sales. The higher the percentage figure the 
better the profitability and performance of the business. 

For example:
A business with sales of £1,000,000 and a gross profit of £350,000 would have a GPP of 35%. This would 
mean that for every £1 of sales made the business would be making 35p in gross profit. A business would 
want to see the GPP either being maintained or increasing each year. The figure can be compared to previous 
years GPP, with competitors, or a set target. 

Gross Profit Percentage = Gross profit
Sales  × 100

Causes of a rise in GPP Causes of a fall in GPP

• Greater efficiency which has reduced production 
costs

• Increase in prices or quantities sold, which has 
increased the sales figure

• Cheaper supplies of goods meaning a reduction 
in cost of goods sold figure

• Drop in prices or quantities sold, which decreases 
sales

• Increase in the cost of raw materials, not passed 
on to consumers, which increases cost of goods 
sold figure

• Indicative of a market which is becoming highly 
competitive



FACTFILE:  GCE HISTORY OF ART / ARCHITECTUREFACTFILE:  GCSE BUSINESS STUDIES / RATIOS

3

Net Profit Percentage (NPP)
Net profit margin is the percentage of revenue left after all expenses have been deducted from sales. Net 
profit percentage is a profitability ratio that shows the relationship between net profit and sales revenue, 
showing the amount of net profit which is made from sales. The higher the percentage figure the better the 
profitability and performance of the business. 

A high net profit margin indicates that a business is pricing its products correctly and is exercising good cost 
control. 

NPP varies between industries, for example, the grocery market tends to have a relatively low NPP compared 
to other industries.

For example:
A business with sales of £160,000 and a net profit of £20,000 would have a NPP of 12.5%. This would mean 
that for every £1 of sales made the business would be making 12.5p in net profit. A business would want to 
see the NPP either being maintained or increasing each year. The figure can be compared to previous years 
NPP, with competitors, or a set target. 

Net Profit Percentage = Net profit
Sales  × 100

Causes of a rise in NPP Causes of a fall in NPP

• Greater efficiency which has reduced expenses
• Increase in prices or quantities sold, which has 

increased the sales figure
• Cheaper supplies of goods meaning a reduction 

in cost of goods sold figure

• Increased expenses, such as over staffing – 
resulting in a higher wage bill

• Drop in prices or quantities sold, which decreases 
sales

• Increase in the cost of raw materials, not passed 
on to consumers, which increases cost of goods 
sold figure
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Inventory Turnover
The inventory turnover rate is a measure of efficiency. This will tell a business how quickly the inventory 
that it holds is being sold. It shows the number of times in a year the business is able to sell the value of its 
average inventory. 

A stock turnover rate of 6 would mean a business is selling its stock 6 times per year i.e. every 2 months. 
Different goods will have different rates of stock turnover (e.g. food – higher rate of turnover, furniture – 
slower rate of turnover)

A business can compare with previous years, both with its own and with other businesses in the same 
industry or with set targets.

For example:
A business with Cost of Sales of £815,000, Opening Inventory (OI) of £78,000 and Closing Inventory (CI) of 
£85,000. Would have an Inventory Turnover of 5, meaning that it sells and replaces its average inventory 5 
times per year or every 73 days.

Inventory Turnover (IT) = Cost of sales
Average inventory            (Average inventory = 

OI + CI
2  )

  

Causes of a rise in IT Causes of a fall in IT

• Good deal for goods negotiated with suppliers
• Sales staff performing well
• Increased interest in the products, e.g. better 

quality

• Trade is slow
• Lack of interest in the products – overpriced,  

poor quality
• Sales force not performing well
• Seasonal build-up of inventory, e.g. prior to 

Christmas
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Return on Capital Employed 
This shows an owner the return they are receiving on the capital they have invested in the business. The 
owner should compare this result with the profit which would have been received if the money had been 
invested elsewhere, for example in shares of another business or in a savings account. An owner would want 
this figure to be as high as possible, increasing year on year and compare favourably with other investment 
options.

For example:
A business with a net profit of £500,000 and capital employed of £4,300,000, would have a ROCE of 11.6%. 
This would be a good return on the capital invested, comparing favourably to bank interest rates.

Return on Capital Employed (ROCE) =          Net Profit
Total Assets – Current Liabilities  × 100

This tells a business owner the percentage return they are making on the money they have invested in the 
business. If it is higher than bank interest rates then it would be an indication that the money has been well 
invested in the business, as it is making a better return.
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Working Capital Ratio
This is the ratio of current assets to current liabilities. It measures the firms ability to pay its current debts 
such as creditors. This is expressed as a figure against 1, e.g. 2 : 1

Working Capital Ratio = 
Current Assets

Current Liabilities  

It is important for every organisation to maintain a sensible ratio. An ideal ratio is 2:1, this means the firm 
has twice as many current assets as current liabilities, so if short term debts are called in the firm has twice 
as many current assets to cover. A firm does not want to have too high a working capital ratio either, e.g. a 
ratio of 7 : 1 could mean that the firm has too much money tied up in current assets, which isn’t making the 
business any money.

A working capital ratio of less than 1 is a strong indicator that there will be liquidity problems in the future, 
while a ratio around 2 is considered to represent good short-term liquidity.

For example:
Alan is interested in purchasing a retail business and has obtained the following information about the 
company for the past three years:

Year 1 Year 2 Year 3

Current Assets £400,000 £820,000 £1,170,000

Current liabilities £200,000 £482,500 £900,000

Working capital ratio 2:1 1.7:1 1.3:1

The increase in the amount of current assets indicates that the retail chain has probably gone through a 
rapid expansion. The increase in current liabilities indicates the company may be unable to pay its trade 
payables, which have correspondingly ballooned. 

Alan decides to reduce his offer for the company, in likelihood it will need an additional cash injection in 
order to bring about financial stability.


